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NATIONAL DEBT 


BY SIMEON E. LELAND 


N many respects the role of a 
national public debt is different 
today from its feudal counterpart 

in Europe and its Revolutionary ante- 
cedent in Colonial America. It performs 
new functions, in the main because the 
economic world and its institutions 
have changed. Governments today are 
separate from the affairs of their kings. 
Public credit is no longer the personal 
obligation of the ruler, dependent for 
its worth upon the vicissitudes of 
fortune in his reign. The invention of 
money very early changed the nature 
f borrowing. The evolution of banks 
carried the differences still farther, and 
with the advent of central banks, 
endowed with note-issue privileges, 
public credit has come to be closely 
related to national monetary systems. 
(he appearance of private security 
inderwriting and the development of 
stock exchanges, providing a fluid 
market for private capital and a ready 
utlet for personal savings, have created 
new differences in public credits. These 
developments have been accompanied 
by the appearance of insurance com- 


panies, private endowments, invest- 
ment trusts, and other associations. 
Bank credit has come to replace specie 
as the primary medium of purchasing 
power; gold, because of its relative 
scarcity, has become more valuable for 
bank reserves and international settle- 
ments than for coin. The growing 
population of the world, the increases in 
income and wealth, the development of 
rapid means of communication for the 
transmission of news, rumors, and 
fears, as well as a speedy transportation 
system, and things previously men- 
tioned, provide a new stage setting for 
considering the modern role of the 
public debt. 

Quite as important as these changes 
has been the growing recognition that 
public credit depends upon the ade- 
quacy of the taxing power, together 
with the willingness of the people (or 
government) to employ it in the service 
and repayment of the public debt. The 
realization of this truth hardly ante- 
dates the end of the eighteenth cen- 
tury. William Pitt gets credit for 
impressing it upon England; Alexander 
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Hamilton for teaching it to our Federal 
government. 

With the appearance of new factors 
bearing upon the problem of national 
indebtedness, much discussion has been 
aroused which has, on the whole, 
tended to deal with specific aspects 
of the problem rather than to look upon 
it as a whole. There is reason, therefore, 
for taking count of stock and con- 
sidering the role which the national 
debt has come to play in our economy. 

Resort to public borrowing has been 
justified by classical writers (1) for 
meeting fiscal emergencies, (2) for 
defraying the cost of public works, and 
(3) for covering temporary deficits. In 
all cases the debts are regarded as a 
method of anticipating future taxes.’ 
This has been the traditional function 
of the public debt. 


Emergency Loans 

The primary emergency for which 
loans have been required has, from time 
immemorial, been to finance wars. 
Adam Smith observed that “the mo- 
ment in which it [war] appears likely to 
begin, the army must be augmented, 
the fleet must be fitted out, the gar- 
risoned towns must be put into a 
posture of defense; that army, that 
fleet, those garrisoned towns must be 
furnished with arms, ammunition and 
provisions. In this exigency, gov- 
ernment can have no other resource but 
in borrowing.”’? The almost universal 
fact has been that wars, the chief source 
of national debts, have left in their 
wake accumulating obligations for suc- 
cessive generations to attempt to 
discharge. England and France never 
repaid the debt of one war before 
1Cf. Henry C. Adams, Public Debts. New York: 
D. Appleton and Co., 1893, p. 137; Gaston Jéze, 
“Public Debt,” in Encyclopaedia of the Social 


Sciences, Vol. XII, p. 601. 
? The Wealth of Nations, Book V, Chap. III. 


another conflict was upon them. When 
England entered the holocaust of 1914 
to aid France, part of the debt from 
its 1817 engagement against France 
remained unpaid.® France, little better. 
has experienced a rapidly rising debt 
since the days of the Revolution. 

The one country notable throughout 
history for the retirement of its national 
debt has been the United States. The 
Federal government commenced opera- 
tions in 1789 with a gross debt of about 
$77,000,000, which by 181 had been 
reduced to $45,000,000. The War of 
1812 brought with it debt increases 
reaching a peak of $127,000,000 in 
1815, but by 1834 the debt stood at 
$37,000. The peak debt of the Civil 
War in 1866 of some $2,755,000,000 
was paid down to $961,000,000 by the 
end of the fiscal year 1893. The World 
War debt was reduced from $25,500,- 
000,000 in 1919 to $16,185,000,000 in 
1930, when the debts of the recent 
depression raised the borrowings of the 
national government to unprecedented 
levels. Except, therefore, for this cur- 
rent period, the American debt, like 
that of other countries, has been mainly 
the result of war. 

In the recent period of debt expan- 
sion the outstanding obligations of the 
United States have increased from 
$16,185,000,000 to $37,514,000,000 (as 
of February 7, 1938). A more or less 
unsuccessful effort has been made to 
liken the credit needs of the depression 
to those of war. Patriotic fervor, how- 
ever, only lethargically and nominally 
reacts to conquering misery and want 
in comparison with the enthusiasm 
manifest in vanquishing a foreign foe. 
Consequently, loans via popular sub- 
* Hugh Dalton, Principles of Public Finance. London 
G. Routledge & Sons, 1936. Ninth revised edition, 


Pp. 249. 
‘These data cover debt at the end of the respective 
fiscal years. 
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en scription are more difficult to secure 
pi4 juring depressions, not only because of 
om osychological differences, but also be- 
Ice -ause of differences in economic condi- 
Er, tions in the two periods. That the 
cbt funds raised for wars are largely 
‘unproductive”’ while depression loans 
Dut are primarily “productive” in con- 
nal serving man power and adding to the 
he stock of capital assets in the country 
‘oni ikes little difference to the public.® 
ut On a priort grounds there is a better 
ses case for depression loans than for war 
of ans, economic factors alone being 
ig considered. Nevertheless, resort to pub- 
-_ lic borrowing in such periods lacks the 
ye approval—whether properly or not is 
a another matter—of many theorists and 
os 4 not inconsiderable portion of the 
9s population. 
d 
- Public Works Loans 
r The second of the: time-honored 
‘ istifications for government borrow- 
x ing has been in connection with the 
: financing of public works. The scope 


; f these undertakings has continu- 
. isly changed with the ever widening 
of government activity, with 

progress of technological changes 

and varying conditions of the social 
vironment. As the role of individual- 

: m in the national economy has given 
y steadily to collectivism, public 

investments have increased in impor- 

tance, both as factors in production 

nd as means of enjoyment in con- 

mption. For example, municipal light 

, water works, and transportation 

systems have developed, financed in 

urge part by the credit of local gov- 


ernments. States have used their 
But what is “productive” or “unproductive” in 
the economic sense is often a nice question, depending 
upon logical subtleties, unsatisfactory distinctions, 
and rigid definitions. For example, anything which 


elds satisfaction to individuals may be “‘produc- 
e.” In the sense that war loans tend to prevent a 
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borrowing power for the benefit of rail- 
roads, canals, parks, highways, bridges, 
etc. Central governments have made 
outlays and contracted loans for similar 
undertakings, as well as others for 
defense, housing, education, recreation, 
and the improvement of trade and 
commerce. In addition, they have en- 
gaged in industrial enterprises, fre- 
quently as fiscal monopolies, or through 
the agency of government-owned cor- 
porations, for which capital has been 
made available via public loans. In 
Europe, these developments have pro- 
ceeded further than in America, but 
during the recent depression Federal 
credit has been employed to finance 
many types of public works and to con- 
struct some enterprises, notably public 
utilities. 

These developments tend not only 
to restrict the fields left open for private 
enterprise, but to narrow the scope of 
individual investment. They operate 
also to direct the flow of private capital. 
The entrance of government into 
various pursuits may deter private 
competition and signal for the exodus 
of private capital. As the field tends 
to be vacated to the government, rates 
of profit cease to operate as the effec- 
tive regulator of the amount of capital, 
labor, and other factors of production 
there applied. Instead, there is sub- 
stituted for this economic determinism, 
worked out through economic laws, the 
decisions of public administrators and 
political assemblies. Rates of return 
which previously indicated the plethora 
or shortage of capital, or comparative 
advantages in operation, are no longer 
available as yardsticks. The vaguecon- 
nation from being invaded, enslaved, exploited, or 
taxed for an indemnity, they may be regarded as 
“productive.” To the extent that the population 
enjoys them they may also be regarded as “‘ produc- 


tive.”’” In using these terms the writer desires to 
avoid decisions as to the nature of particular activities. 
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cepts of planning, operation for general 
welfare, service at cost, and similar 
idealisms tend to direct the flow of 
ipital, the rates of industrial expan- 
sion, and the volume of production in 
those fields taken over by government 
enterprise. 
lhe role of private saving, too, may 
be undergoing change. As investment 
opportunities become more limited, 


b> 
" 


individuals tend to lend their savings 
to government, which in turn deter- 
mines the use of these funds. Collective 
decisions thus tend to supplant those 
of individuals as to the direction and 
extent of capital movement. When the 
credits are manufactured by banks, 
even the transfer of private savings to 
government can be minimized. 

These changes involve important 
cyclical consequences. If new invest- 
ment, as distinguished from speculation 
in existing securities, is desirable in 
times of depression as a means of pro- 
moting business recovery, the oppor- 
tunities open for the investment of 
private savings tend to become more 
restricted as public investments and 
undertakings increase. New uses for 
capital, new inventions and new meth- 
ods of production, may be the only 
surviving outlet for private savings, 
except increased consumption. The lag 
in the use of savings may be due to the 
lag in invention, as well as to the in- 
creased risk imposed upon individuals 
when customary channels of invest- 
ment are appropriated by public 
agencies. 

Some of these disadvantages may be 
offset later if public investments tend 
to increase productive eficiency to 
such an extent that enhanced outputs 


®Cf. Alvin H. Hansen, “The Consequences of 
Reducing Expenses,” Proceedings of the Academy of 
Political Science, XVII 4, January, 1938, p. 72. 

’These questions are, however, not the subject 


or lower unit costs reduce the weight 
of the debt burden. Many undertakings 
may be able as a result of the sale of 
services to retire the debts involved jp 
their construction. This usually carries 
with it a label of “‘sound financing.” 
but in reality it may involve only 
transfer of the charges to users of 
service rather than to taxpayers. Pri- 
vate industries have no alternative but 
to attempt to recoup their costs from 
users of services, but unsuccessful en- 
terprises frequently load them on 
creditors, bondholders, stockholders. or 
others. Whether users should bear the 
burden of capital charges for public 
industries or public works is at once a 
question of ethics, economics, and 
public policy. The answer is not alone 
dependent upon a knowledge of all 
the facts arising in each case, but also 
upon general considerations involved 
in determining the differential advan- 
tages or losses from public over private 
investment and operation.’ Neverthe- 
less, loans for undertakings able t 
provide their own amortization charges 
enjoy the approval of financiers and 
theorists alike. 

Loans for public works undertaken 
as a stabilization or recovery measure 
during times of economic depression 
have given to public debts a role not 
contemplated by those who first justi- 
fied such loans. These writers were 
thinking of “normal” times, and oi 
governments not intentionally follow- 
ing cyclical fiscal policies.’ It wil 
simplify the discussion to assume that 
during depressions public works on a 
scale sufficient to stimulate recovery 
can be financed only by way of loans 
and that the loans, in fact, do not 


matter of this article. 

® Cf. Adam Smith, Wealth of Nations, Book V, Chap 
I, Part III, 210 ff.; Henry C. Adams, Public Ded 
PP. 95-99. 
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a terfere with private investment or 
ngs tard aggregate spending. The efficacy 
works as a “pump primer”’ 
‘tt only on the “‘reflationary”’ 

: ‘pansionist tendencies of the credit 
2. truments involved, but also upon 
re and characteristics of the ex- 
tures therefrom.’ Even the theory 
timulating economic revival via 
rks is not wholly satisfactory 

e from logical difficulties. Never- 
anticyclical borrowing of this 
y, in the long run, be as impor- 
wars in accumulating national 





a icit Financing 
justification of public borrowing 
; deficits in the ‘Treasury has 
” ways stood on more questionable 
ls, a review of the literature 
close, than the occasions for 
previously discussed. Neverthe- 
there is little difference in principle 
tween loans for public works and 
cover fiscal deficits—both 
ve “productive”’ activities; to the 
nt that they do not, neither is 
Yet so broad a concept for 
it financing is not traditional. 
Smith, observing that the Eng- 
h land and malt taxes were being 
larly anticipated every year, by 
tue of a borrowing clause”’ charac- 
the practice as being “‘like an 
ident spend-thrift, whose press- 
casions will not allow him to wait 
the regular payment of his reve- 
He thought, too, the state ‘‘ was 
ing interest for the use of its own 


sical 


projects financed are ill-suited to 
They require prolonged prep- 
commencement, and involve huge 


penditure 


f capital which become an almost total 
are stopped before completion. 
such lengthy periods of construc- 
work is carried over from one period in a 


: , , 
a phase In an entirely new cycie. If 
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money.’’'® This borrowing “‘by antici- 
differs somewhat from the 
borrowing by other 


pation” 
deficit 

writers. They assume that it is axio- 
matic for the expenditures of each year 
to be covered by the revenues of that 
year, but recognize that unanticipated 
conditions may temporarily reduce 
revenue receipts. Hence governments 
are justified in covering temporary 
budgetary deficits with loans which it 
is contemplated will be immediately 
repaid with ordinary receipts.'! ‘This 
concept justifies loans as cover only for 
temporary, accidental, or casual de- 
ficiencies. It does not extend to cover 
for intentionally unbalanced budgets, 
or its counterpart in cyclical deficit 
financing. It is here that public debts 


excused 


assume a modern cast. 

The case for deficit 
pends, not on the recognition that the 
greater relative elasticity of revenues 
in comparison with expenditures during 
depressions makes deficits inevitable, 
but upon the positive ground that eco- 
nomic conditions during the period of 
liquidation and the early stages of the 
recovery period make them desirable. 
Debts contracted to carry government 
expenditures over such periods ease the 
burdens of taxation, leave individual 
resources as free as possible for expendi- 
ture or new investment, and provide an 
interest-bearing security available to 
banks and others in possession of idle 
funds. To taxpayers in reduced circum- 
stances, a reduction in tax burdens 
makes possible readjustments in con- 
sumption, debt payments, or expendi- 


financing de- 


the undertakings when completed are subject to the 
same cyclical variations as general business, the 
investments of government to alleviate the conse 


cumulate to make 


quences of one depression may 
subsequent depressions more severe. 
10 Op. cit., Book V, Chap. III. 

11 Cf. Gaston Jéze, op. cit., p. 600. 








262 Harvard Business ‘Review 


ture far more advantageous to recovery 
than the maintenance of tax revenues, 
particularly from fiscal devices which 
impinge on consumption and thus cur- 
tail demand, or from taxes so highly 
progressive as to deter investment in 
new enterprises on the part of those 
holding funds. Depressions are a time, 
too, when taxes in rem in the nature of 
overhead costs or those affecting unit 
costs of production should be repealed 
or so drastically reduced as not to 
impede a prompt downward readjust- 
ment of prices. These adjustments in 
the tax system will tend to increase 
the fiscal deficit, but also will tend 
to maximize the opportunities for 
individual self-help in conquering 
depressions. 

The cry of the financial community 
for a balanced budget is tantamount to 
a plea, during periods of depression, for 
further iiquidation, business contrac- 
tion, and increased taxation. The ad- 
herents of this view avoid increased 
taxation by demanding reduced ex- 
penditures, but have no escape from 
the fact that such a policy will reduce 
business activity, except to say that 
savings in taxes will lead to increased 
individual demands for goods. But if 
revenues have decreased far more than 
expenditures, their policy can result 
only in more liquidation. On the other 
hand, as business revives the advocates 
of budget balancing get on more solid 
ground. But even in this period, public 
debts are useful to enable the govern- 
ment gradually to increase its tax load 
and gradually to reduce its “‘pump- 
priming’’ expenditures.'? Too rapid 
changes may retard recovery. Thus, to 
bridge the gap between the unbalanced 
and the balanced budget, public loans 
perform a valuable economic service. 

* Alvin H. Hansen, op. cit., p. 66 
|. F. Rees, 4 Short Fiscal and Financial History of 


The debt obligations sold by govern- 
ments during depressions must be pur- 
chased either with idle funds seeking 
investment or with credit manufac- 
tured by banks for the purpose, if the 
full “‘reflationary”’ effect of these loans 
is to be secured. If government bonds 
are sold to banks or individuals at a 
time or in such a way as to interfere 
with private loans which otherwise 
would have been made, the result js 
simply a transfer of funds from private 
to public use and involves no increase 
in aggregate spending or in the volume 
of credit in the economic system. If the 
sale of government bonds to banks 
tends to make individuals hoard money 
or assume fewer risks of industrial pro- 
duction, these deflationary acts must 
be balanced against the opposite effects 
produced by loans. In short, the budg- 
etary and debt operations must be so 
managed that government borrowings 
interfere neither with private loans nor 
with the productive activities of the 
private industrial system. Where fric- 
tions occur, the “‘reflationary”’ effects 
of an intentionally unbalanced budget 
are minimized. 


Debt and the Monetary System 

This use of public credit closely ties 
the operations of the public fisc with 
those of the nation’s monetary system. 
This connection is by no means new; 
the only difference is the occasion for 
which loans are stuffed into the banks. 
The Bank of England was founded in 
1694 on the basis of a loan to the gov- 
ernment.!? Alexander Hamilton, profit- 
ing by this precedent, argued a century 
later that a national bank would be 
“of primary importance” and “ol 
greatest utility in the operations con- 
nected with the support of the public 


England, 1815-1918. London: Methuen and Co., 192! 


P- 5- 























redit’”’; nor did he overlook the oppor- 
tunities for “obtaining pecuniary aids, 
especially in sudden emergencies.’’'* 
The history of the First and Second 
National Banks is replete with many 
ans to the government, and with 
ther assistance in its fiscal operations. 
One reason for the creation of the 
national banking system in 1863 was to 
orovide a market for bonds issued to 
finance the Civil War. These banks and 
the Federal reserve banks, created 
ater, performed similar functions dur- 
» the World War. Nor, as the bor- 


bide 


rowings of the depression show, has 
financial assistance from banks been 
imited to war periods. In times of both 
peace and war, they have loaned funds 

government and created credits for 
public use as occasion required. With 
bank deposits supplanting currency as 
, medium of exchange, the importance 

bank loans to the government is 
ncreasing. The increased importance of 
these credits in the monetary system 
makes it progressively easier for banks 

assist government in financing 
























lencits. 

Economic disturbances ensue, how- 
‘ver, when simultaneous demands for 
redit on the part of governments and 
private borrowers tax the ability of the 
banks to provide them. So long as loans 
to the government merely utilize funds 
which could not be otherwise invested 
as profitably used, the deficit fi- 
nancing of government is probably 
beneficial, “productive” use of funds 
being assumed. When loans to the 
government restrict private loans or 
cause such borrowers to pay increased 
rates of interest, it may well be ques- 
tioned whether the time has not come 
ra curtailment of budgetary deficits 

























Columbia University Press, 1934, p. 53. 
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\ Report on a National Bank,” contained in 
ipers on Public Credit, Commerce and Finance. New 
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accompanied by a reduction in public 
borrowings. When the demand for 
private (industrial) loans revives in 
sufficient volume to cause banks to 
curtail subscriptions to public issues, 
or to cause the Treasury to offer higher 
interest rates to get funds, the govern- 
ment can only secure funds at increas- 
ing cost to itself and at the expense of 
the revival of private industry. The 
greater interest rate offered by private 
borrowers may make rates on govern- 
ment bonds appear less attractive as 
long-run investments to the banks, 
causing them gradually to sell their 
holdings.'® Or, if a crisis develops, these 
securities may be dumped on the 
market by these institutions and pri- 
vate investors to avoid taking what 
they think will be greater losses in the 
future. 

Moreover, as new issues are offered 
by the government at higher rates of 
interest, the outstanding issues bearing 
lower rates of interest will tend to fall 
in price. The banks will endeavor to 
sell the older issues and thus augment 
the decline in their market price. This 
selling may bring down the price of all 
“‘sovernments.” As the banks become 
filled with government paper and as 
private business revives, the govern- 
ment must get its obligations into the 
hands of long-time investors, or begin 
to retire enough bonds to relieve the 
selling pressure of banks, or else be pre- 
pared to see the market value of its 
securities severely decline and pass into 
the hands of speculators. Consequently, 
a policy of deficit financing during a 
depression should be accompanied by 
the speedy repayment of the public 
debt with the return of normal or more 
prosperous times. Otherwise the debt 


16 Cf. Alvin H. Hansen, loc. cit., p. 69. Unless, of 
course, these tendencies are offset by other changes 
sponsored by the government. 
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will be a cumulating menace to stable 
finances. 

The government has plenty of rea- 
sons, in turn, to stabilize the value of 
its debt obligations. The banks and 
financial institutions which have car- 
ried the government over the depres- 
sion are private institutions whose 
portfolios bulge with Federal securities. 
A collapse in the market for these 
instruments could easily ruin the insti- 
tutions holding such investments. When 
they must use a part of their earnings 
or resources to write off declines (below 
par) in the value of government bonds, 
their position as credit institutions is 
impaired. Moreover, debt obligations 
of the United States have long been a 
basis for national currency. The steri- 
lization of gold has increased the basic 
dependence of the monetary system 
upon the credit of the nation. Part of 
this debt—the Greenbacks—actually 
passes from hand to hand in the chan- 
nels of trade. Such issues probably will 
not be increased so long as current 
working cash requirements can be met, 
from either taxes or loans, but should 
the time come when the nation cannot 
borrow for net current needs fiat 
money will probably reappear here 
just as it has in Europe. Such an 
extremity need not be contemplated 
in the near future, and its occurrence 
can be linked only with the collapse of 
the market for loans and an accom- 
panying impairment of the tax system. 
For example, in 1933 the closing and 
constriction of local banks, plus general 
tax delinquency, caused go local gov- 
ernments to issue at least $27,500,000 
of fiat money, conveniently called 
“‘municipal scrip.” During the Civil 
War, similar practices were followed, 
on occasion, by municipalities’ and 
6 See Davis R. Dewey, Financial History of the United 
States. New York: Longmans, Green & Co., 1924. 
Ninth edition, p. 309. 


by the national government. Th, 
history of our currency and banking 
would seem to indicate that the nationa| 
government can ill afford to see the 
strength of the country’s financia| 
institutions impaired by drastic de. 
clines in the market value of public 
debt securities. When the banks begin 
to sell bonds, in order to protect them- 
selves from losses, or to transfer funds 
to other channels, the government may 
attempt to stabilize the price through 
purchases by the Treasury or market 
operations by the reserve banks. But 
if the pressure continues, more drastic 
steps will have to be taken to prevent 
the bankruptcy of financial institutions 
and losses to individuals. Such losses 
will injure not only the ability of the 
government subsequently to borrow, 
but the ability of its people to provide 
new loans in the future. 


Public Loans for Private Investment 


Just as a government which re- 
peatedly repudiates its debts has difh- 
culty in borrowing new funds, perhaps 
even on usurious terms, so a govern- 
ment which allows the value of its debt 
instruments to fluctuate wildly may 
have difficulty in floating new debts o1 
a favorable interest basis. If it pays 
its debts promptly according to their 
terms, only those forced to sell before 
“due dates” are injured. And, if its 
income tax is efficiently devised, the 
government will take from speculators 
in its securities a part of their gains, s 
that the losses of one are not altogether 
the profits of another. Nevertheless, 
with so large a part of its investments 
in the hands of institutions required 
to be reasonably liquid and measured 
by rods of current market values, larg: 
or frequent fluctuations in security 
values can only have costly long-run 
consequences. 
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is the ready marketability and 
lity of government obligations— 
from forced loans even of the 
‘tic war-time variety and the tax- 
ot sort for minimizing income tax 
ments—which has made them ap- 
widely to the individual investor. 
ose with small savings, these 
advantages are imperative. The French 
rentes have long been popular invest- 
ments among the peasants. United 
States savings bonds are designed for 
imilar need, as well as regular issues 
small denominations. In regard to a 
ibstantial portion of its population, 
t may well be argued, the government 
has an obligation to offer safe and 
table investments. In the lower income 
ips the hardships from personal 
sses even of small sums can justify 
ther policy. By devising issues (in 
limited amounts) so that principal and 
\terest are both payable at maturity, 
bonds tend to grow in value daily and 
is satisfy this need among citizens. 
When bank deposits were not guaran- 
d, the only practicable alternative 
these loans or postal deposits in 
many instances was private hoarding. 


Dal 


Government Loans to Private Investors 


\nother role of increasing impor- 
tance played by national government 
redit has been the loaning of funds 

other governments and private 


agencies. The early precedents were 


litical loans, mainly to allies in war; 
ese loans are for civil purposes. 
luropean central governments have 
rganized numerous permanent agen- 
es to provide loans to local govern- 
ents. The Federal Government has 


made such loans during the recent 


epression for relief and public works 


ugh the RFC, PWA, etc. It has 


made its credit available to railroads, 


unufacturers, insurance companies, 


banks, home owners, farmers, “‘small”’ 
industries, and others. That it has used 
government-owned corporations (on 
whose obligations it is contingently 
liable) as the agency of assistance is of 
little moment. The outstanding fact is 
that directly and indirectly the credit 
of the nation has been used for the 
rehabilitation of financial institutions, 
railroads, and other private borrowers. 
And, in general, it is believed that this 
has been done by assuming risks that 
private institutions were neither ready 
nor willing to assume, or by offering 
terms less advantageous than those 
available to many borrowers. In this 
way competition between the govern- 
ment and financial institutions has 
been minimized. Were this not so, it 
would appear that the government 
was engaged in the practice of borrow- 
ing moriey from the banks in order to 
loan the same funds to those who other- 
wise would be applicants for bank 
loans. To the extent that this may have 
been done, the banks may have a better 
risk in the government than the govern- 
ment has in its borrowers. In this case, 
the government becomes both banker 
and risk bearer. The confidence of the 
bank in its government paper depends, 
however, on the belief that the govern- 
ment will employ its taxing power to 
pay its debts. If fiat money were to be 
issued in payment of the debt, the 
attitude of banks would probably be 
different. 


Present Loans and Future Burdens 


An important function performed by 
public debts, in the minds of many 
persons, is the transfer of a portion of 
present burdens of the cost of govern- 
ment to the future. The obligation of 
the Treasury to pay interest and retire 
the principal sum of the obligations is 
seen as requiring the imposition of 
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taxes during the life of the debt— 
charges by which present borrowers 
are believed to pass on to future 
taxpayers the costs of present expendi- 
tures. During the Civil War and the 
World War these views were widely 
current. Not only was this seen as the 
result of the war-loan policy, but it was 
argued on ethical grounds that future 
generations should pay. During the 
present period of unbalanced national 
budgets these arguments have been 
revived, but in the main as reasons for 
opposing the continuation of deficit 
financing. It is argued that the high 
internal debt will entail colossal bur- 
dens on future generations, enslaving 
them to long periods of debt repay- 
ment—all of which is said to be wrong 
as the present generation should meet 
the entire cost of its own depression. 
So far as the ethics of the matter is 
concerned, the retort of Nicholson— 
that the present should pay for its own 
ideas'"—is probably still in order. It 
becomes a matter of importance, never- 
theless, to inquire into the question 
whether, from an economic point of view, 
present debt burdens are borne by 
future generations. 

Ricardo was among the first to say 
that debt burdens are not shifted to the 
future. His professional successors al- 
most unanimously agree.’ So far as 
internal loans are concerned, the initial 
loan, the interest payments, and the 
extinguishment of principal are only 
transfers among economic groups at 
the time of such payments rather than 
payments by one generation on behalf 
of another. In exchange for a promise 
to pay, the government at the time of 


7]. S. Nicholson, Principles of Political Economy. 
London: Macmillan and Co., 1901, p. 413. 

‘8 For more extended discussions, by authors to whom 
the writer is indebted in this discussion, see Jacob 
Viner, ‘‘Who Paid for the War?”’, Journal of Political 
Economy, XXVIII, January, 1920, pp. 46-76; Harry 


making the loan secures those present 
goods and services it desires. Private 
capital (savings) is exchanged for 
present economic goods. Those who 
make the loans forego the consumption 
or alternative investment of their 
funds; those who sell goods part with 
them. The goods, in turn, may be cur- 
rently consumed or converted into 
capital assets to render service until 
worn out. Subsequently, when taxes 
must be imposed to defray interest on 
loans, a transfer between economic 
groups is again involved. And when the 
loan is repaid, the taxpayers at thai 
time pay the then holders of govern- 
ment bonds. It may be that as indi- 
viduals some of the initial lenders are 
paid off, but the longer the loan runs 
the greater the likelihood that the 
original borrowers and lenders will be 
dead. The important thing to observe 
is that the payments involve transfers 
within the group between taxpayers 
on the one hand and borrowers on the 
other at the time of payment, and are not 
transfers between generations. 

The weight of payments or the size ot 
transfers may not always be identical. 
In case the loans are used for “‘unpro- 
ductive” purposes, such as the needless 
destruction of resources in war or 
useless public works in times of peace, 
future generations are worse off than 
they were before. The same conse- 
quences ensue if present generations 
consume their capital, wastefully ex- 
ploit their resources, permanently un- 
dermine the efficiency of their laborers, 
or even retard the pace of industrial 
progress or production by more than tt 
would otherwise have been.” Future 


Gunnison Brown, The Economics of Taxation. New 
York: Henry Holt & Co., 1924, pp. 37-42; A. 
Pigou, A Study in Public Finance. London: Macmillan 
and Co., 1928, pp. 234-242. 

19 Jacob Viner, op. cit., p. 48. 
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venerations are thus made poorer by 
profliigacy of the present genera- 
_ This is the consequence of un- 
ductive expenditure rather than the 
nsequence of borrowing. It affects 
e ease and the burden of making 
yments; it means that taxpayers in 
ture generations must work harder 
d use relatively larger proportions 
their resources to pay the debt 
‘rs among their own generation 
in they otherwise would have been 
ed to do. The same may be said 
e value of money appreciates after 
an was made. With progressive 
reciation of currency the burdens 

f repayment tend to increase. 
On the other hand, if the proceeds 
f the loan are wisely invested,” let us 
y, in public works which increase the 
oductivity of the nation, future 
renerations inherit enhanced amounts 
f capital. This makes payment easier 
han it would have been had these 
mprovements not been made, but only 
the assumption that funds which 
id otherwise have been left with 
taxpayers would not have been as 
effectively employed. Every loan or 
tax means that the possessor of these 
resources gives up the opportunity to 
consume or invest those funds. The real 
st of loans is found not merely in 
interest paid but in the lost use of funds 
to the lender. Presumably money will 
ot be loaned if alternative and more 
productive employment for funds can 
be found. The net advantage from 
public or private use of capital de- 
pends, then, on comparative rates of 
return. This is true whether public 
funds are secured by taxes or loans. It 


is on the expenditure side of the book 


that the question of the real burden of 


payments is to be answered. 


How this can be measured is another matter—but 
t be assumed for the sake of the discussion. 





Future Burden of External Loans 


A somewhat different answer to the 
shifting of debt burdens to future gen- 
erations must be made if loans are of 
the external rather than of the internal 
variety. Under loans of this sort, 
foreigners sell economic goods, through 
purchasing power to command them, 
in exchange for promises to pay in the 
future. The borrowing country receives 
present goods from the outside. Its 
resources are increased with no off- 
setting claims within its own economy. 
In addition, it is able to utilize its own 
resources in productive enterprises in- 
stead of turning them over to the 
government in the form of loans or 
taxes. In the future, when the loans 
are repaid or interest is due, taxpayers 
will then have to export gold or goods 
to meet their obligations. Citizens at 
the time of contracting the loan give up 
nothing; those at the time of payment 
surrender the means with which pay- 
ments are made. Thus may the burden 
of paying external debts be transferred 
to future generations. However, if the 
proceeds of the loan have been produc- 
tively employed, the means of payment 
of future generations may have been 
assured, or their burdens, at least, 
reduced. The productivity of private 
resources which but for the external 
loan would have been borrowed or 
taxed can well be considered as aug- 
menting the ability of future genera- 
tions to pay foreign creditors. These 
resources have only been taxed for 
interest payments during the life of 
the loan. When repayment of principal 
is due, they should be better able to 
stand the impact of these taxes than 
if they had been called upon to provide 
the funds in the first instance. It may 
also be true that the proceeds of the 
foreign loan were invested in under- 
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takings which yield both interest and 
amortization costs. In such instances, 
users of service rather than taxpayers 
provide funds for debt retirement, a 
fact gradually extending payments into 
the future but eventually involving the 
transfer of resources abroad. 


Debts and Distribution 


The effects of the public debt on the 
distribution of wealth and income have 
changed as modern fiscal systems have 
discarded primitive tax policies. These 
effects differ as tax systems have de- 
pended on direct rather than on in- 
direct taxes, as the imposts have 
become personal instead of impersonal, 
and as tax rates have become progres- 
sive rather than regressive or propor- 
tional in character. As the distribution 
of wealth has become more concen- 
trated, the effects of these changes in 
tax policy have become more marked. 
The development of banking and 
financial institutions, accompanied by 
increased holdings of the public debt, 
has also helped to change the distribu- 
tional effects of government debt 
policies. 

A discussion of these effects must 
begin by distinguishing between exter- 
nal and internal debt situations; by 
differentiating the effects at the time 
of the loan, from those at time of 


payment. 


As to Foreign Loans. If money is 
borrowed from abroad there is an im- 
mediate gain to the borrowing coun- 
try.2!_ Its resources are augmented 
subject only to a claim for repayment 
due in the future. At the time of the 
loan, domestic consumption and in- 


21.Cf. Report of the Commitiee on National Debt and 


Taxation, London, 1927, p. 28. This report will be 
referred to hereafter as Report of the Colwyn Commitee. 


33 Ibid., p. 30. 
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vestment are not affected ;?? nor is any 
new taxation or readjustment of ex. 
penditures then required to cover 
interest or repayment. The country can 
continue to utilize its resources up- 
changed until payments abroad mus 
begin. In time of war, e.g., this leaves 
private resources available for expan- 
sion of industries needed for the prose- 
cution of war. It enables such investors 
to reap war profits and to the extent 
that they are not reappropriated by 
taxation tends to increase the skewness 
in the distribution of wealth and in- 
come. As incomes increase, progressive 
income taxes tend to become more 
productive. On the other hand, price 
increases tend to outrun wage increases 
so that wage earners and those with 
fixed incomes are worse off than they 
were before. If the foreign loan is in 
gold, or in credits to be spent at home, 
it would be a factor working in the 
direction of an increase in prices. In 
times of depression, loans from abroad 
in gold or domestic credits would tend 
to maximize the stimulating effects of 
expenditure by leaving private re- 
sources completely available for private 
consumption or investment. But it is in 
just such times that foreign loans are 
not available, or are obtainable in 
reduced amounts or on relatively un- 
favorable terms. 

It is when payments are to be made 
on foreign loans that the distributional 
consequences are probably most im- 
portant. The difficulties of transfer add 
to the hardships of debtors and the 
undesired effects on industries in the 
creditor country, but these will be 
passed over here for lack of adequate 
space to discuss them.** Since payment 
23 These problems are fully discussed in the literatu: 


on reparations and transfers arising in connection wit 
debts and “‘settlements”’ of the World War. 
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principal or interest) involves the 
-tation of resources, the country 
whole is poorer, save as its re- 

es have been enhanced by the 
rns from productive investments 
with the borrowed funds. If, for 

le, the loan went to finance the 
truction of a railway, profits from 
nerations may retire the debt; never- 
eless, every payment abroad reduces 
e resources of the debtor country. 
the debt had been an internal debt, 
payments would have been made 
creditor groups at home, and the 
intry as a whole would have been 
either richer nor poorer. Moreover, 
interest payments to foreigners are 
within the reach of many income 
while if such payments were 

le to those at home, in England at 
east, they would be taxable as in- 
me.24 The ability of individuals in 
e borrowing country to invest funds 
hich otherwise would have been bor- 
wed or taxed and which presumably 


have yielded income now available for 


xation, would seem to compensate 
state for these alleged losses.*° 
The difficulties of paying foreign 
ins increase with industrial depres- 
Not only is the burden of debt 
epayment then most severe but, if the 
lget is unbalanced for current ex- 
enditure, a domestic loan will be 
juired and in any case the country 
an then ill afford to export resources 
debt payment. If industry in the 
reditor country is also depressed, it 


will oppose the receipt of goods. Nor 


an the debtor country ship gold with- 
it severe monetary consequences to 


itself. The vicious cycle thus begun 


iten leads to the repudiation of polit- 


ical loans and the revision of terms for 


* Report of the Colwyn Commitiee, p. 30. 





other debts. Apart from these diffi- 
culties the distributional consequences 
of repaying foreign debts vary ac- 
cording to the incidence of the taxes 
employed to secure the necessary 
funds. ‘To the extent that the taxes 
are regressive they oppress the poor; if 
they are progressive, the rich are 
squeezed; if certain groups are exempt, 
the others must pay—for the benefit, 
then, of foreigners. 


As to Internal Loans. If governments 
borrow money at home, many of these 
consequences are avoided. The loans 
and the repayments, the expenditure 
of money and the taxes for interest and 
repayment, are simply transfers of 
wealth within the country—first, from 
savers to the account of taxpayers, then 
from taxpayers back to bondholders. 
The nation as a whole is neither richer 
nor poorer after each transfer where 
‘productive’ expenditures are made. 
Nor is the supply of capital affected 
unless the transfers involve payments 
from people more willing to save to 
others less willing, and vice versa.” 

At the time internal loans are con- 
tracted, savings are transferred to the 
government for its use, or credits are 
created to defray public expenditures. 
In the first case, savers forego the 
consumption of their capital, put idle 
funds to work, transfer investments 
to government account, or at least put 
themselves in such position as to re- 
quire them to defer other investments. 
This decreases their ability to expand 
private enterprises except with private 
loans, perhaps with government bonds 
as collateral—a course which is often 
followed. To the extent that the rich 
are saturated with government bonds 


%*A.C. Pigou, in Minutes of Evidence before the 
Colwyn Committee, Vol. I, p. 39. 
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they lose their ability to assume entre- 
preneurial risks for private industry, 
which risks must be assumed either by 
the less-well-to-do or by the govern- 
ment, unless the rate of expansion of 
private industry is to be retarded.” 

If there is a tendency for the rich to 
purchase government bonds and to 
leave the financing of more risky enter- 
prises to those less able to suffer losses 

—a tendency of doubtful validity, on 
the whole, even in spite of the theo- 
retical value of tax exemption to the 
rich—inequality of wealth tends to in- 
crease thereby. If the rich hold bonds to 
maturity, their losses probably will be 
nil. They may receive less total income 
over the period than if other invest- 
ments were made, depending upon 
their ability to pick successful invest- 
ments. Or, they may be absolutely 
better off than others who financed 
more risky enterprises and whose capi- 
tal was lost or depleted as failures de- 
veloped or as subsequent depressions 
liquidated such enterprises. Where in- 
vestments tend to be handed from 
generation to generation through in- 
heritance, those with fortunes in gov- 
ernments may be transferred with a 
larger percentage intact than fortunes 
composed of more risky investments. 
On the other hand, the fortunes of 
successful risk-takers will tend to be 
augmented by the realization of en- 
hanced yields and capital gains. This 
lure of success, this hope of gain, is one 
factor (among many) which tends to 
retard investment in government bonds 
by the rich. 

The transfer of increasing amounts of 
capital to government makes that 
agency responsible for investment, for 
the production of goods which it de- 


7” “There is some slight foundation for this idea, al- 
though it has often been exaggerated.” Report of the 
Colwyn Committee, p. 99. 
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sires, and for the ultimate returns to 
society. It leaves individuals who buy 
government bonds less able to engage 
in new or increased productive actiyj- 
ties with their own resources. To the 
extent that loans are secured from those 
who otherwise would spend (consume), 
forced saving results. This is appar- 
ently beneficial, though consumption 
by some may make possible savings by 
others in the income stream. There can 
be no question, however, but that when 
the government spends the proceeds of 
its loans it changes the direction of con- 
sumption from channels patronized by 
spendthrifts. 

Internal loans instead of involving 
the transfer of savings or the use of idle 
funds may be based almost entirely on 
bank credit. The banks themselves may 
create deposits directly for the use of 
government or may loan their own 
customers the money with which to 
purchase bonds, using these instru- 
ments as security for the loans. In both 
cases the borrowings of government 
represent net additions to bank credit. 
Both types of borrowing are inflation- 
ary with the usual effects ensuing. 
Debtors, however, tend to gain from 
this type of financing. Prices rise and 
so do common stock values, benefiting 
investors in these securities. The sale of 
securities at enhanced prices increases 
the income of many persons, and as 
capital gains have been taxed at lower 
rates than so-called ‘‘earned incomes,” 
there is a double advantage to the 
well-to-do from inflationary govern- 
ment financing, provided that they 
have not loaded up on government 
bonds, the price of which, along with 
other fixed-income securities, will tend 
to fall with inflation. Those in the upper 
income and wealth brackets benefit 
also from the fact that loans enable the 
government to avoid the imposition of 
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taxes with highly progressive rates. 
And, the larger the sums needed by 
sovernment in a world characterized by 
wealth inequalities, the higher must its 
tax-rate progressions be made. In the 
lower reaches, subsistence margins and 
consumption levels limit the scope of 
regressive and proportional taxes, but 
‘n the brackets above, inequality itself 
is the only limit. Hence, if smaller 
annual sums will suffice the govern- 
ment via loans, the possessors of large 
‘incomes and riches (savings) will pay 
less to the government than if the face 
of the loan must be raised by taxation.” 
If banks manufacture credit for the 
purchase of government bonds, they 
contribute to their own future diffi- 
culties. To the extent that this policy 
raises prices it will tend to bring about 
a decline in the price of outstanding 
sovernment bonds, such as are in bank 
oortfolios. These price declines will 
indermine bank reserves. If the bonds 
are in the hands of bank customers, the 
demand for future purchases will be 
affected. Then, to secure additional 
credit, the government will be forced to 
raise the interest rate on new issues and 
may have to engage in open market 
purchases to prevent the too drastic 
decline of old issues. The distributional 
consequences of this process depend 
upon the ownership of government 
bonds within the economic group. Its 
nsequences are little different from 
those of inflation otherwise secured. 
(he main advantage comes from the 
fact that bonds would tend to be re- 
paid, whereas it would be more difficult 
to secure the destruction of fiat money. 
The distributional effects of public 
debts are most important at the time of 
interest payments and retirement of 
principal. It is then that taxpayers 
* Cf. A. C. Pigou, op. cit., p. 243. 
See also Report of the Colwyn Committee, pp. 101-102. 


must provide resources for delivery to 
bondholders. To the extent that the 
two groups are identical, money is 
simply moved from one pocket to 
another in the same pair of trousers. It 
is when the groups are composed of 
different classes that the distribution of 
resources is affected. When small sums 
are needed for interest, they can be 
secured easily by proportional or re- 
gressive taxes. Thus, the poor can be 
taxed for interest payments trans- 
ferred to bondholders, thereby increas- 
ing inequalities. When larger sums 
must be secured for debt repayment, an 
increased share of the taxes must come 
from the well-to-do via progressive 
taxes on personal income. This class 
will contain a large share of bond- 
holders, who will thus be taxed to help 
pay themselves. But taxes imposed on 
them may not reach total individual 
incomes if government bonds have 
been sold under tax-exempt privileges. 
This immunity increases as tax-exempt 
income becomes a larger proportion of 
total individual income from all sources. 
Thus, tax exemption tends to place 
taxpayers under a servitude to bond- 
holding classes. However, if bond- 
holders are banks and other financial 
institutions, the distributional effects 
of payments are far more complex. If 
the bondholders are mutual insurance 
companies, the payments are for the 
benefit of salaried employees and policy- 
holders scattered throughout the entire 
economic group. Payments to banks 
help pay salaries, dividends to stock- 
holders, interest to depositors entitled 
to returns, as well as to build up 
reserves which may be loaned again to 
governments or private debtors. Pay- 
ments to institutions would seem to 
affect inequalities of wealth and income 
less than payments to individuals; and 
the failure to pay, as well as compulsory 
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reductions in interest, would seem to 
carry greater social consequences than 
the reduction or cessation of payments 
to the well-to-do. 


Efe cl 

A further clue to the distributional 
effects of debt payments is to be found 
in the effect of repayments on savings. 
‘Taxes on the masses generally represent 
forced savings by them. Except for 
taxes for debt payments their incomes 
would be largely devoted to consump- 
tion. Their inability to spend may affect 
their ability to work, but probably does 
not reach their ability to save—they 
have little of the latter anyway. To 
the extent that bondholders pay them- 
selves, savings can be affected only 
as the expenses of tax administration 
and debt transfer reduce the amounts 
taken from one class to hand over to 
the other. These are nominal in any 
case and may be disregarded. ‘There- 
fore, so far as the entire group is 
concerned, capital is not reduced. The 
effects on sav ags may lie, therefore, in 
what the bondholders do with the 
repayments. They may be deposited in 
banks there to enter again the loan 
markets, or they may be invested in 
old securities (speculation) or new 
industries. It is unlikely that repay- 
ments find their way in substantial 
amounts into consumption. Therefore, 
it would seem that the effects on 
savings are determined largely by the 
effects of the taxes for debt repayment 
imposed on those who do not own 
government bonds. As to bondholders, 


on Savings 
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the effects depend on the relative 
impact of taxes in comparison with the 
amounts returned in debt payments. 
As to others, they represent forced 
savings where consumption is reduced 
and reduced savings where funds whic} 
otherwise would have been invested 
are taken in taxes. As bond ownershi; 
tends to be diffused among the popu- 
lation, the progressive taxation of 
personal incomes tends to minimize 
savings. As bond ownership tends to be 
concentrated among the wealthy, sav- 
ings tend to be increased as lower 
income groups are taxed for debt pay- 
ments. Under institutional ownership 
of bonds, reinvestment of repayments 
may be assumed with the direction 
determined by prospective security 
and yields. Here the payments wil 
represent a transfer of savings from one 
group to another with the quantity 
probably not affected. 


Conclusion 


In conclusion, it should be clear that 
the role of public debt in the modern 
world differs greatly from its counter- 
part of previous times. The differences 
revolve largely about the connection 
between the public fisc and the money 
and credit institutions with which both 
public and private economy are now 
interwoven. Changes in fiscal policies, 
in the distribution of wealth, in the 
development of institutional savings, 
and in the growth of progressive taxa- 
tion have had an important bearing 
on the increased sphere of influence o! 
public borrowing. 




















WHAT CAN WE DO ABOUT DEPRESSIONS? 
BY ELMER C. BRATT 


a commonplace that the de- 


I’ is 
pressions which plague us recur- 
rently provide the outstanding 
of present-day existence. The 


rIlla 


‘oma is modern. There is an inade- 
te market for the goods we can 
ce while many people are in dire 
[t has led to an ultra-modern 
lution in keeping with the spirit of 
irrealism. It is sometimes expected 
production can be increased and 
sperity restored by decreasing the 
of labor and at the same time in- 
sing wages. If we have an economy 
vhich ability to produce at times 
irs but little relation to ability to 
iy, this argument might seem to 
rmonize with the logic which makes 
an economy possible. And we live 

h an economy. 


{bility to Produce and to Buy 
explanation of the paradoxical 
between ability to produce and 
lity to buy is of fundamental im- 
rtance. As a practical proposition, 
ibility to produce is far less than it 


theoretically seems in deep depression. 


there were no problems of incentive, 
rketing, or distribution of purchas- 
ng power, ability to produce would be 
r greater than it is. In the penitential 
| of depression, incentives appear 
gely unnecessary. Work is scarce, 

| most people are glad to accept it. 


‘\laborate marketing machinery comes 
(oO appear unnecessary when much of it 


annot be used because of the limited 
iluction of goods. In using the 


market as the final arbiter on who is 


receive the purchasing power created 
production, much duplication of 
ilities results. 
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If we were to be in permanent 
depression, possibly our mood would 
prevent the need for many of the 
wastes of our economy. But the most 
pressing desire is not to eliminate 
waste. It is to be rid of the depression. 
If the ending of the waste is no more 
than a depression phenomenon, the 
enigma is not solved. 

This is not to say that the institu- 
tions which decree wastes must remain 
as a permanent basis for our economy. 
There has been a slow shift in our 
institutional set-up in the past, and 
doubtless there will continue to be 
in the future. It is within the realm of 
possibility that institutions may be 
entirely overturned in a short period. 
If this should happen, the basis for 
expecting a satisfactory result is slight. 

Ability to produce is not so great as 
it may sometimes seem. We see it 
magnified in the temporary conditions 
of a depression. At best it is not possible 
to know accurately the precise total 
quantity of goods we are able to 
produce. It is definitely known, never- 
theless, that it is not excessive when 
compared to our needs and desires. 


Maladjustments and Depression 

That ability to produce exceeds ability 
to buy during depressions is explained 
by the maladjusted condition existent 
at such a time. Temporary maladjust- 
ments are responsible for the depression 
enigma. There exist for some time 
over-extended positions in the process 
of correction which grew up in the 
prosperity, such as an_ over-large 
production of durable goods compared 
to that of short-lived goods, an over- 
extension of credit, and the existence 
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of inefficient organizations. No one 
knows precisely what correction will be 
necessary until a certain amount of 
uncontrolled “‘deflation”’ ensues. 
Deflation, as here used, amounts to 
a reduction of production, of employ- 
ment, and of purchasing power. The 
decline in employment and purchasing 
power occurs because production can- 
not otherwise be reduced in an efficient 
way. If money has been loaned on an 
inherently unsound many 
firms are operating inefficiently, and if 
durable goods temporarily have be- 
come excessive, deflation provides a 
correction which tends to take place 
automatically within our institutional 
set-up. Business failure or the threat 
of business failure leads to a decrease 
in production. A rapid shrinkage in the 
purchase of capital equipment results 
in a rapid decrease in the production 
of durable goods, but the production of 
short-lived goods tends in no way to 
offset this decline for the time being. 
A general decrease in production with 
the attendant decline in purchasing 
power makes it impossible to market 
nearly all the goods we can produce, 
while most of the people who have been 
unemployed by the drop in production 
are in want. We have seen that the 
decline in production may perform a 
useful function. It permits the spon- 
taneous elimination of inefficient busi- 
nesses. It corrects over-investment. It 
is difficult to see what companies need 
to fail or in what industries the over- 
investment is important. The spon- 
taneous process requires no human 
decisions directly on these large ques- 
tions. In lieu of general confidence in 
some scheme of making such monu- 
mental decisions, it is generally reason- 
able to anticipate that production will 
continue to decline when a general 
decline once gets under way. For this 


basis, if 
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reason the production decline shortly 
builds up a powerful momentum diff. 
cult to neutralize by artificial contro! 
until the major part of the prosperity 
maladjustments has been corrected. — 


Depression and the Preceding Boom 


With the considerations presented 
above, it may appear that the solution 
of the depression is the prevention of 
the preceding boom, and many have so 
concluded. The prosperity produces 
maladjustments. The function _per- 
formed by the depression is the correc- 
tion of these maladjustments. Eliminate 
the type of prosperity which produces 
maladjustments, and depressions be- 
come unnecessary. But this is not as 
simple as it sounds. 

For all past prosperities have pro- 
duced maladjustments. It is not possible 
for business conditions to improve as 
they do in prosperity without en- 
couragement being given to relatively 
ineficient enterprises. A fundamental 
characteristic upon which the pros- 
perity is built is an optimism which 
provides the spirit for a disproportion- 
ately large production of durable goods 
An inherent need for durable goods in 
recovery provides the basis for an 
accelerated rate of production, the 
slowing down of which makes long 
continuance of the prosperity difficult. 
The fact that current production pro- 
vides capital goods, not only for the 
current period, but also for the full life 
of the capital, tends to make current 
production excessive. Completed capi- 
tal goods appear to be required to 
furnish the market with the products 
desired, but this automatically makes 
available a supply of capital goods in 
some lines adequate for several years. 

Furthermore, it is doubtful if man) 
would wish to eliminate the type 0! 
prosperity which produces maladjust- 




















What (an We Do about ‘Depressions? 275 


ts when the function performed by 
m is fully realized. The existence of 
sperity 1s closely related to economic 
rress. Obviously, there is no cer- 
y as to the results of progressive 
ires. Such ventures will be tried 
if conditions are highly encourag- 
[he super-optimism of prosperity, 
ther with attendant conditions of 
easing production, provides the 
us situation for the trying of 
ventures. No amount of labora- 
experiment will bring progress 
it trial by commercial enter- 
This very trial brings in its wake 
idjusted condition requiring busi- 
decline if dependence is placed 
ontaneous correction. 
\lany of the new ventures which 
ve been tried will prove impractical. 
timate failure or reorganization of 
impractical is essential for an efh- 
ently producing society. So long as 
production is increasing and profit 
margins are wide, the necessary failures 
| not occur. Production decline is 
essential concomitant of extensive 


+ 
1 


iuTes. 

\ depression always follows a period 

advancing business, but periods of 
exceptional business advance perform 
i very useful function which cannot be 
btained spontaneously by any other 

thod. ‘The advantageous function 
requires not only the prosperity but 
iso a subsequent depression. Ventures 
ire tried in the prosperity, but the 

ting is not complete without the 
ensuing reckoning of the depression. 
(he trial itself will last for only a 
limited time under the conditions of 
prosperity. The time arrives when no 
ne is willing to try anything new. 
Risk is involved, and the successful use 
i many new inventions will mean that 
some of the capital now in use will 


become obsolete. With prosperity most 


businesses become conservative in time. 
The prodding provided by a depression 
results in a willingness to try new 
methods. No extensive commitments 
can be made, however, until business is 
improving. Those which are made ap- 
pear to be inaugurated by small enter- 
prises more consistently than by the 
huge corporations. The small enter- 
prise has a chance as business improves 
rapidly, but cannot well get an initial 
foothold late in prosperity when many 
customers are attached to existing com- 
panies for reasons but little related to 
competition. 

The prosperity is necessary for the 
depression, and the depression is neces- 
sary for the prosperity. The existence 
of the variation from one to the other is 
essential for spontaneous progress. 

It may be that progress need not be 
spontaneous. Why could we not pro- 
gress at an even rate with this fluctua- 
tion in business conditions eliminated ? 
Such progress would require govern- 
ment intervention. In the following 
paragraphs examination is made of 
several schemes which have been pro- 
posed to eliminate much of the varia- 
tion in business conditions and to pro- 
duce a more even rate of growth. 


Planning of Public Works. Perhaps 
the most hopefully entertained scheme 
for producing progress at a more even 
rate is the planning of public works. 
The fluctuation in the production of 
durable goods is far wider than that in 
the production of short-lived goods. If 
durable goods could be produced at 
an even rate, the business cycle 
would largely disappear. Public works 
comprise a section of durable goods 
over which government control al- 
ready is exercised. Nothing would seem 
more sensible than to transfer the mak- 
ing of public works from prosperity to 
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depression. This would tend to reduce 
production in prosperity and to in- 
crease it in depression, and tend thereby 
to modulate the fluctuation. 

Such a program of shifting pub- 
lic works projects is fundamentally 
sound, but many practical problems 
make it difficult to put it into opera- 
tion. To make it work, public projects 
must not, except in the most urgent 
cases, be begun in prosperity but must 
be postponed until depression. Politi- 
ians are not apt to make such a post- 
ponement to a depression of unknown 
date. The financing of the program in 
depression involves intricate difficul- 
ties. If funds are obtained in the pros- 
perity, they must be “‘sterilized,”’ i. e., 
not loaned for other purposes for the 
time being, because the loaning of these 
funds will invite increased expansion in 
the production of other durable goods. 
The simplest procedure is to place the 
funds with the Federal reserve banks 
and pay no interest on them. 

The most formidable difficulty is the 
timing of the public works program in 
such a way that countervailing difficul- 
ties will be reduced to a minimum. If 
the program is begun too early, when 
important maladjustments still remain 
to be corrected, the result may be to 
prolong rather than to shorten the 
depression. Maladjustments may be 
supported for the time being, only to 
make their correction doubly impor- 
tant when the public works program 
must be decreased because of a defi- 
ciency of planned projects. 

The writer does not hold that a pub- 
lic works program necessarily will be 
ineffectual for the purpose of reducing 
the violence of the business cycle, but 
that such a program is difficult to ad- 
minister and inadequate to eliminate 
the business cycle. Sometime in the 
future such a program may be of sub- 
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stantial value, but the practical diff- 
culties are so great that the promise jg 
slight for the immediate future. Evey 
with an ultimately perfected program 
the need for business failures and re- 
organizations in depressions cannot be 
prevented, nor can the need for the 
production of short-lived goods to 
catch up with the production of pri- 
vately financed capital goods. 


Stabilization of Prices. Another widel; 
entertained scheme for reducing the 
violence of depressions is the stabiliza- 
tion of commodity prices by bank 
policy. Typically, prices increase j 
prosperity and decrease in depression 
It appears that the optimism of the 
prosperity period would be less if prices 
did not increase, and that the pessi- 
mism of the depression period would be 
less if prices did not decrease. 

During the prosperity of the late 
nineteen twenties average commodity 
prices showed no increase. ‘This was 
largely accomplished, no doubt, by the 
vigilant action taken by the Federal 
Reserve Board. The same type of ac- 
tion was taken in reverse as the Great 
Depression got under way, but it was 
impossible to prevent the decrease in 
prices. Additional supplies of credit can 
be cut off as prices tend to rise, but 
supplying credit with declining prices 
does not make enterprisers use it. 

It is clear that significant maladjust- 
ments arose in the twenties in spite of 
the fact that average price increases 
were prevented. We need cite only the 
stock market situation. It is probable 
that some maladjustments were al 
normally great even for prosperity by 
1929. This may be largely attributed t 
the fact that price declines actual 
were largely prevented in 1924 4! 
1927, and the existent maladjustment: 
were carried along for later correctio! 
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It is possible that something may be 
e | omplished by a reduction of the 
Eve auctuation of average prices, if the 
sram is carefully administered. It is 
1 to see, however, how price varia- 
ot | tion will be prevented or the business 
Tt th vcle eliminated. 


Cutting. Among professional 
mists, until recently at least, the 
t common proposal for correction of 
idel; lepression has been merciless price 
3 the itting until people will buy the goods 
fered on the market. It is clear that if 
bank prices are cut enough, the market will 
eit absorb the quantity produced if de- 
sion mands are not fully satisfied; and 
y never have been. This statement 
Irices 1ust except those commodities, such as 
eS$i mmon items of food, for which the 
Id be lemand is very inelastic. If the market 
permitted to control, even these 
rices ultimately will decline to such a 
' int that additional supplies will be 
was curtailed until the excess inventory is 
y tl eliminated. 
lera (he market for practically all goods 
f ac- vill remain upset temporarily. A cut in 
reat prices will make businesses fail, throw 
was people out of work, and decrease the 
e iI pay for those retained. Price declines 
can reduce the purchasing power which 
but may be used to purchase goods, and 
rices appear to make the amount of price 
decline necessary for clearing the mar- 
st- ket greater than would be required 
e of therwise. Furthermore, there will al- 
ways be lingering doubt as to whether 
the the price decline currently occurring 
ble will be sufficient, or whether a further 
ice decline will be necessary next 
and the next. A large section of 
d the buyers delay purchases until prices 
increase, regardless of the 
int of the price decline. 
Merciless price cutting does not pre- 
depression. It makes it more 
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violent than it otherwise would be, and 
probably makes more businesses fail 
than would have to do so under the 
conditions of uncontrolled, spontaneous 
depression. If wholeheartedly accepted, 
however, the depression can normally 
be shortened. A persistent cutting of 
prices as soon as the market fails to 
absorb the normal output, and until 
it is absorbing substantial increases in 
quantity of output, can last but a few 
months at most. 

There are several practical difficul- 
ties to prevent the adoption of merciless 
price cutting. There is a question 
whether all of the deflation taken 
would have to be necessary if price 
declines had occurred more slowly. 
There exists a social dread of panic, and 
it is doubtful whether we have the 
social fortitude to accept what very 
nearly amounts to it as a cure for 
depression. ‘There is some danger, with 
large industries as noncompetitive as 
some of ours, that merciless price cut- 
ting might result in endless price wars 
in and out of depression. 

Merciless price cutting as a scheme 
for curing depressions is unique in that 
what is proposed is an accentuation of 
the deflation which would take place 
spontaneously, while other schemes 
attempt to halt or slow down the defla- 
tion. While merciless price cutting is 
not promising, its consideration is use- 
ful in that it assists the understanding 
of the function performed by spon- 
taneous deflation. 


Complete State Control. Endless pro- 
posals of minor modifications have been 
made for curing depressions. A change 
in the distribution of income, unem- 
ployment insurance, Federal subsidies 
to new construction, and one hundred 
per cent money are some of the more 
common ideas. If carefully analyzed, no 
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such proposal or combination of pro- 
posals give immediate 
promise as a cure for depressions. 
Nothing short of a complete upsetting 
of our institutional structure is ade- 
quate. Such a complete rearrangement 
can, in theory at least, eliminate de- 
pressions. What is required is complete 
state control of the production and 
installation of capital equipment. With 
this control, whenever the capacity to 
produce promises substantially to ex- 
ceed current market requirements, the 
government may order the installation 
of additional capital equipment in a 
specified locality. Some difficulty might 
be faced in maintaining prosperity if 
other important countries were in de- 
pression, but no difficulties of this sort 
themselves if the scheme is 


appears to 


present 
instituted internationally. 

In spite of this definite promise, it is 
doubtful whether rather complete state 
control will meet with enthusiastic 
response in Anglo-Saxon countries in 
the near future. Very serious questions 
as to the larger effect on society present 
themselves. Any rapid reversal from 
established institutional foundations is 
apt to result in serious reactions. What 
these would be it is difficult to foretell. 
It is simpler to perceive the probable 
general effect on society if control were 
established. Only the most enthusiastic 
advocate could hold that, at the present 
time, the state could understand what 
capital equipment will be needed in the 
future any better than do private 
enterprisers. Private enterprisers do 
not build much capital equipment in de- 
pressions, fearing that the product of 
the equipment cannot be sold. 

It follows that the state would have 
to pursue one of two courses. Either it 
must stand prepared to order the dis- 
mantling of an unwonted proportion of 
the produced capital equipment, or the 
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consumers must be forced to take g 
large quantity of goods which they do 
not really desire. With political control, 
it is difficult to believe that mistakes 
would be readily admitted and that the 
equipment would be dismantled. The 
individual’s choice would be hampered, 
and it appears probable that society 
would be less efficient. Depressions 
might be cured, but the general level of 
production might never exceed the 
worst levels which would have been 
attained under capitalism. A reduction 
of both choice and the standard of 
living may be too great a price to pay. 

The analysis of a scheme of state 
control always makes one fact plain. 
The central problem in curing depres- 
sions is that of the production of capital 
equipment. None of the proposals for 
state control offers a scheme for pro- 
ducing capital equipment which is more 
eficient than that employed under 
private capitalism. The difference lies 
in the fact that under a scheme of state 
control capital equipment is to be 
produced whether or not any need can 
be clearly perceived for it. 


Planned Installation of Capital Equip- 
ment. The central problem is seen to 
be that of a clearer understanding as 
to the capital equipment which 1s 
needed at any given time. If a fairly 
complete understanding were had, tt 
appears that private enterprisers might 
install equipment at a rate as uniform 
as anyone would want the state to doit. 

Under present conditions, capital 
equipment is installed when the de- 
mand for its product is so great as to 
make it appear that shortly more 
equipment could be used if it were 
available. The inadequacy of this basis 
becomes clear only after some reflec- 
tion. Capital equipment is produced 11 
prosperity until resources are used to a 
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‘isproportionately small extent in the 


ake 

ey do duction of short-lived goods; and 

ntrol resulting unbalance can be cor- 

take ted only by depression. Looked at 

at the n another way, it is obvious that with 
The ‘he present arrangements, capital is 

ered, not produced at a uniform rate. Its pro- 


ciety juction is considerable in prosperity 
| slight in depression. 


SIONS ind Silf 
vel e correction of this situation is an 
the nproved basis for the production of 
been pital equipment. The need for capital 
ction juipment obviously depends upon the 
d of ise to which it can be put. It has a life 
pa} inning into a number of years, and the 
state need for it depends upon whether it 
lain in be used during this period of time. 
pres- Since its use results in a_ product 
pital ciety is expected to demand, the 
; for rmination of the need for capital 
pro juipment would be correctly made 
nor n the basis of the normal demand 


nder which can be expected for the product 
a period in the future equal to 
length of its life. The only basis for 


tat 

be letermining this need is by long-time 
ca trend forecasting. 

(he principal method of long-time 
trend forecasting has been to draw a 
L1p- smooth curve through a series repre- 
ti enting the industry over a period of 
as fifteen years or so, and to extrapolate 
s curve into the future. The method 
rly juite crude, and its employment has 


it dom been extended to the point 
the dependency of the results 


ht where 


rm For a more extended discussion see the author’s 
Cycles and Forecasting, Chicago: Business 
cations, 1937. 


e average, depressions may become increas- 
5C- evere, without the severity of any future 
exceeding that of the Great Depression. 
true, of course, because of the exceedingly 

eat severity of that depression. 
re In the late nineteen twenties, a common holding 
that cyclical variations were becoming less, 
han more, severe. It is now clear that this 
ficial in the sense that maladjustments, 
vould later require correction, were being 
nd largely maintained in prosperity and in 
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upon the period of time and kind of 
curve used is fully realized. Before 
satisfactory results are obtained much 
remains to be done. Accomplishment 
depends much upon a study of the 
factors responsible for the growth of 
the industry being considered. 

Although the use of long-time trend 
forecasting promises to be of little 
assistance in curing depressions in the 
immediate future, its ultimate promise 
is substantial. Capital equipment is not 
produced in depression because no need 
is evident. If it were produced at a rate 
comparable to that which exists in 
prosperity, the depression would not 
be a very serious thing. And if enter- 
prisers could base their decisions to in- 
stall equipment upon a careful analysis 
of its probable use during the period it 
will last, there is no reason why the 
production should not proceed at a 
more uniform rate. When the basis 
for installation is current use, as at 
present, we find a marked variation 
resulting.! 


Increasing Severity of Depressions 


Although something may be accom- 
plished ultimately, schemes for control 
give little promise now. In the mean- 
time depressions may become increas- 
ingly severe.” Decreasing competition 
means that there is a tendency to fix 
prices regardless of the amount pro- 
duced, and therefore the market fails 


depression. The argument that conditions are proper 
for a decrease in the violence of cyclical movements 
rests upon the facts that our society has reached 
almost complete industrialization and that population 
growth has leveled off. It is argued that both of these 
factors tend to reduce the relative importance of 
capital-producing industries. There is not a good 
basis for applying this argument to our current situa- 
tion, however. Productivity increases are as great 
as at any time in the history of the country. And the 
slowing down in population growth has been artifi 
cially rapid; it has been a factor of instability rather 


than the reverse. 
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to dispose of the quantity which 
could be produced. The fixing of prices 
reaches its peak in prosperity, and 
prices tend to move more as the market 
requires before depression ends. Stub- 
born holding of prices at the level fixed 
in prosperity merely prolongs the de- 
pression. The increased size of business 
organizations may be augmenting the 
extent to which cuts in fixed prices are 
stubbornly resisted. 

Goods of long life are becoming a 
more and more important part of 
consumers’ purchases. The reader will 
call to mind the automobile, the electric 
refrigerator, the radio, and the modern 
bathroom. Since it is possible for the 
replacement of a durable good to be 
long delayed, the production of durable 
goods is largely crowded into the pros- 
perity period. Depressions become more 
severe because there are relatively 
fewer consumer goods which have to 
be produced to maintain the current 
standard of living. 

There is a third influence tending to 
make depressions more severe. This is 
the nation’s increasing determination 
to do something about them regardless 
of how ill-advised the measures taken 
may be. Many railroads faced the 
depression in a weak condition because 
of top-heavy debt structure. For a 
considerable time these railroads were 
protected from bankruptcy or reorgan- 
ization by the government’s lending 
them more money, only to have most of 
them fail in the end. Many of the con- 
trol measures we have taken would have 
been helpful if they could have been 
timed correctly. Enterprisers were in- 
duced to add to their equipment in the 
spring of 1930 in order to maintain 
prosperity only to have the additional 
investments add to the maladjust- 
ments already existing. In the autumn 
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of 1933 the adoption of codes increasing 
wage rates and fixing prices delayed the 
speculative investment in capital equip. 
ment when it would have been a crucia/ 
factor in speeding up recovery. 


Controls in the Future 


Conscious control is needed, there- 
fore, not only to institute measures 
which promise to alleviate the severity 
of depressions, but also to prevent the 
institution of measures which increase 
their severity. There is plenty to do, 
but it is futile endlessly to adopt 
schemes which impede the action o! 
spontaneous forces which will finally 
assert themselves. . 

Hindsight is always better than fore- 
sight. It is not necessarily true that 
many of the measures taken in the last 
eight years should have been avoided. 
On the other hand, just because it may 
have been impossible to foresee their 
effects at the time, there is no valid 
motive for overlooking the lessons they 
should have taught us. 

There is no basis this side of wishfu! 
thinking for believing that depressions 
will not occur in the future. In the 
meantime, it will be best to maintain 
an experimental attitude. It will be 
worth while to try out measures which 
have some promise of success. By this 
means, we will obtain experience which 
should establish some convictions. 

A better understanding of economi 
principles as they operate with our 
current shifting institutions will contrib- 
ute more to the curing of depressions 
than will the trial of specified schemes 
of control. Improved knowledge on the 
normal need for capital equipment ot! 
various sorts in various localities prom- 
ises to be of more service in the future 
than all the direct government action 
which may be taken. 
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HAT confusion reigns within 
the bailiwick of business is obvi- 
ous to all; what is not so obvi- 
; is the corrective action which 

iid be taken to eliminate confusion. 
\pparent troubles are not necessarily 
al roots of the difficulties. Thus, 

litics attempts to create impressions 

its own strength by turning its 
nds from its dismal failures to point 
it discrepancies in the economic life 
individuals and requires that busi- 
ess shall take the blame. Thus again 
the lack of equilibrium in the distribu- 
tion of goods apparently provides cer- 
tain people with relatively more of 
the material things of life which 
ring large satisfactions while others 
go without. Quick application of new 
devices or new economic opportunities 
which have been created have enabled 
me people to secure this abundance. 
By the work of others they have suc- 
ceeded in pushing themselves forward, 
reating points of disequilibrium. Can 
be that one part of the business 
tructure has advanced while other 
parts have lagged? 

Even within a company, it may be 
that the quality of the production 
process has advanced through applied 
cience while management tends to 
retain old devices and old procedures. 
Possibly this difficulty of functional 
disequilibrium is to be found in the 
fact that scientific method of procedure 

» well known in production and so 
tle understood in purchasing, in 
ance, and especially in distribution. 
it would seem that many companies in 

eir management were half slave and 
lf tree. Part of each may run as an 

and the remainder as a science. 


SCIENCE, STATISTICS, AND BUSINES: 
BY THEODORE H. BROWN 


LAD 


If this be the case, a new set of ques- 
tions arises. 

Is business management an art or is 
it a science? Certainly it has been much 
of an art in the past. Can it be made a 
science in the future? It would be un- 
wise to attempt consideration of com- 
pany management in its entirety, since 
both the limitations of space and the 
lack of necessary information prevent 
such a consideration. For purposes of 
preliminary inquiry, then, the problems 
of production may be compared with 
those of distribution. Clearly the ap- 
plied science of engineering in the field 
of production in the past has produced 
many goods which have rendered to 
consumers great satisfactions because 
they have been created and made to 
sell at a price low in terms of labor. By 
contrast, distribution of these same 
goods has tended to remain an art, 
often an expensive one. Sales organiza- 
tions have been planned on the basis 
of opinion or belief, and salesmen have 
been sent to meet customers on the 
assumption that they were naturally 
gifted in an art called salesmanship, 
an assumption which too often was 
more wish than fact. Markets have 
been allocated arbitrarily on a map 
without any evidence of potentialities. 
Goods have been made without exact 
knowledge of whether they were ac- 
ceptable to the consumer. Certainly 
the distribution side of business has 
not been conspicuously successful in 
comparison with the scientific methods 
of production. Even here the scientific 
method has been limited to details of 
production, while planning of that 
production has been left largely an art 
whose vagaries affect vitally the lives 
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of many thousands of individuals. In 
those companies where more exact 
procedures have been developed and 
applied, increased benefits have ac- 
crued both to the employer and to 
the employee. There has been a tend- 
ency, consequently, to move away from 
the pure art of management, sometimes 
called “‘ scientific,” toward an undefined 
goal of action which has really been 
that of applied scientific thinking. 


Science and Statistics 

The manifestations of science are 
figures. This fact often has _ been 
grasped, but almost equally as often 
business men have failed to understand 
that data plus art do not make a science 
of business. It cannot be argued that 
science and art are two utterly different 
types of thing, for both are founded 
and rooted deep in such human traits 
as imagination, guess, and hope. ‘That 
which distinguishes science from art 
is the use of these, for art assumes that 
the products of these attributes are 
always true, while science proceeds 
to test assumptions and then to apply 
the results. This allows the business 
man all the opportunities he may desire 
in which to express his imagination or 
his creative instinct in tangible form, 
but the scientific part of it requires 
that he shall bring to bear upon his 
beliefs the cold light of reason so that 
there shall remain clearly illuminated 
only the substantial facts of truth. 
Thus, it may be that there is an art 
in applying science to business, whose 
findings and evidences are disclosed 
by figure facts, and whose truths are 
discovered by the application of sta- 
tistical methods, to the end that sound 
judgment shall be coordinate with 
truth. 

The objectives of scientific thinking 
in pure science are commonly an at- 
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tempt first to coordinate and classify 
available fact, and second, wherever, 
possible, through measurement in de- 
signed experiment finally to postulate 
laws. In reaching these objectives, the 
scientist depends upon cold reasoning 
and hard thinking. Simply because 
some fact is interesting or some physi- 
cal object appeals to the sense of eye is 
no reason why it should be included jn 
any class or embodied as a part of 
experience indicating some law. The 
contrast between exacting methodical] 
thinking and a sloppy procedure in 
this regard distinguishes the real seeker 
after truth from him who wishes well. 
but who is too lazy mentally or 
physically to accept the burdens of 
exacting thought. Sometimes the added 
excuse of pressure of administrative 
duties is given for failure to do critica! 
thinking. 

It may be argued that such an objec- 
tive of scientific thinking is outside 
the bounds of business problems 
Yet the general laws of the scientist 
are but the counterpart of the stand- 
ards which the business man desires 
to set. It is not a valid excuse for avoid- 
ing rigorous thinking to say that in 
business there are so many unknown 
elements that a guess must always 
prevail. Were this accepted in science, 
research advances in most fields of 
knowledge would stop almost immedi- 
ately. In medicine alone such an admis- 
sion would accept that much human 
suffering was incurable. If this were 
the case, all the advances of the last 
few years could not have been dis- 
covered, and the promises of relict 
from suffering for the years ahead 
would be but empty hope. 

In addition to the setting of stand- 
ards which in business are the counter- 
part of the laws of science, there are 
the problems of application to active 
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Aassif} isiness affairs. In the field of science means.to be taken to inform the market 
wowee applications are termed engineering regarding the products involved. Selec- 
n de- sciences or industrial chemistry, while tion of the question “‘What qualities 
ulate q business management they seem to in a product does the market want?” 
S, the be reflected in what might be termed is tantamount to the selection of a 
Jning ntrols. Just as in the case of scientific fairly clear-cut situation in which 
—— work the results are shown in numbers, the approach to the problem may be 
»hysi- -, in the field of business both the made definite and for which a sufficient 
“ye Is standards and the controls are sta- amount of basic information is gener- 
ed ™ tistical in character. ally known so that rather definite 
= he tree of modern statistics pos- statements can be made. 
he sesses three historical roots. These are The scientific approach to such a 
ean lata, methods, and presentation. Root question requires that there shall be, 
ein ind branch the tree is relatively young first, an extensive preliminary exami- 
aa and at the present time is growing nation of the problems which are 
— rapidly. Because the methods are in involved; second, a plan of the investi- 
racter applied mathematics, the gation out of which numerical facts 
“Phe vasis of statistics is science. Because may be expected to represent measures 
ided the application of statistical processes which are desired; third, the gathering 
tive equires judgment and often extreme of the data; fourth, the reduction of 
-_ ill, it is an art. Statistics stands the information obtained to a minimum 
as a tool of science to be used form so that all extraneous matter has 
4 in the developing science of business _ been eliminated. Only then is it possible 
— with the expectation that its use often to summarize the findings upon which 
"5 will require the rare abilities of creative definite action may be taken. In this 
mm irt. Perhaps this position is extreme, — process emphasis deliberately has been 
a but until the true science of business placed upon the preliminary ground- 
7 inagement has advanced much far- work. This is one of the most difficult 
a ther than is likely in the near future, parts of the whole undertaking. The 
i wise users of this new device will problem is seriously compounded for 
hi possess creative gifts. the executive. The reason is that in the 
e Stauth ieededliade dicibliaeiia Meads administrative side of business in which 
at decisions are made, the essential back- 
- (o bound the subject more defi- ground employed in such skilled work 
“ nitely, the problem of market analysis _ often is forgotten. The able executive 
wl y be taken as a more exact case. overlooks the years of practice and the 
ni Within this problem attention will many hours of arduous labor which 
x be devoted to the specific question of | constitute the sum of his “business 
- letermining what qualities ina product  experience”’ needed to meet certain 
ire desired by consumers. This nar- known situations. This background of 
x rowed inquiry omits consideration of | experience representing the skill of the 
ig the measurement of potential market _ really able business man tends to be 
needed for indicating the number of used more or less automatically. He 
nits which may be sold, the question _ tends also because of his mental capac- 
the price at which the goods might __ ity to organize it rapidly for the solu- 
: old, the determination of the most _ tion of recurring problems. Emphasis 
tive selling organization, and the consequently seems to be placed upon 
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action rather than upon preliminary 
planning. Precedence is accepted tac- 
itly. In science precedence is scarce; 
the preliminary work consequently is 
understood in its true perspective. 

Another factor tends to becloud the 
issue at this initial planning stage. 
This might be termed “‘the great tradi- 
tion of data.’”? Enormous masses of 
numerical fact today are available to 
the business man, both concerning his 
own company and concerning others, as 
well as business in general. Moreover, 
newspapers and journals on almost 
every page bear evidence to the indus- 
trious collection of numbers. Even 
after business hours people talk glibly 
in terms of statistics. The danger is 
that statistics tend to become the end 
rather than the means to the desired 
end. In a project such as that which we 
are considering, this data worship re- 
sults in the urge to collect before basic 
planning and to compile before ob- 
jectives are set, confident in the 
naive belief that quality is secured 
and that truth inevitably will appear 
triumphant. 


Preliminary Planning. In the first 
step, which was that of planning, the 
analogy of market research to scientific 
experiment is striking. The able scien- 
tist first attempts to define his project, 
perhaps in rather general terms, leaving 
for a later date a more precise definition 
of the goal which he is seeking. Having 
done this, he attempts to discover 
other completed work of a similar 
character which may have a bearing 
upon his own. With this mass of 
preliminary material as background he 
postulates a set of imaginative guesses 
which constitute his fundamental as- 
sumptions in the experiment. Too often 
the non-scientific adventurer misunder- 
stands the important role of scientific 
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guessing. These guesses are not hap. 
hazard ideas or estimates, but consist of 
shrewd assumptions based upon rig. 
orous thinking and fundamental under. 
standing of work which others have 
done. They then constitute a se; 
of basic assumptions which are the 
necessary preliminary to the design 
of appropriate experiment. For the 
market analyst a similar approach 
is equally important. Often previous 
experience will be of definite help 
since in business it may include a 
large part, if not all, of the available 
material. On the other side of the 
picture, much experience and much 
valuable data inevitably are lost t 
any one company because of the 
confidential and competitive nature of 
business fact. In this aspect business 
research is unlike that of university 
science whose findings are available 
to all. 

In spite of these practical limitations 
there are certain general characteristics 
which are so common to many market 
problems that they can be enumerated 
as preliminary signposts. First and 
most important of these is an explicit 
statement regarding the nature and 
the character of the goods under con- 
sideration. Objection may be raised 
that this is unnecessary since the goods 
are known. Nevertheless, if this is not 
done, it tends to mark the first point 
of disaster in following the prosaic 
scientific method of attack. As human 
beings we all tend to accept without 
question those things which appear to 
be obviously correct. But the obvious 
often is not really what it seems to 
be. Thorough, careful checking at 
this point might save one easily from 
potential subsequent disaster. An illus- 
tration of this failure occurs almost 
daily in collegiate classes of mathe- 
matics, where students by refusing to 
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the obvious carefully through 
f a simple diagram spend hours 
essary labor trying to untangle 
‘ly impossible problems. 
associated with this question 
t is the statement of the 
. will purchase the product. 
fications needed later will depend 
whether the product is to be sold 
isehold, to the mass of con- 
regardless of social groupings, 
ertain individuals. Such funda- 
facts adjoin basic questions 
sification. The common classes 
those of economic, social, or 
characteristics and the geo- 
classifications which appear 
large majority of market studies. 
rd or hasty work in setting 
ssifications often leads to later 
ties for they represent funda- 
issumptions which are to be 
later through the data. Upon the 
nd the foresight which is exer- 
selecting them will depend 
the course of the interviewing 
also the important problem 
luction of the data and finally 


ived conclusions. 


ning the Experiment. The second 
even more important than the 
his is the careful design of the 
ments from which the desired 


rmation is to be obtained. Obvi- 


there is a close analogy to the 
f the scientist. There is, however, 
portant difference. The scientist 
y has but a single objective in 
ne undertaking. By contrast, 


rket research usually is undertaken 


multiple experiment conducted 
single unit enterprise. This situa- 
irises through the possibility of 


ng many questions in each inter- 


\side from questions designed to 
the answers to others, each 


question constitutes an individual ex- 
periment. At times even the replies to 
a single question may represent a 
multiple experiment. Thus if the ques- 
tion be “Which automobile do you 
believe is the best looking?,” the 
answers may be classified by income or 
by age or by another plan of classifica- 
tion for the people interviewed. Each 
of these classes determines a single 
experiment. Of course, in a single 
market study the results derived from 
the several experiments may be inter- 
related, but this possibility does 
not change the fundamental character 
of simultaneous experimentation. The 
care with which the scientist designs 
and plans for his experimental work 
deserves special note. The design of a 
scientific piece of equipment patently 
calls for work on a drawing board. It 
is not apparent to the business man 
nor is it an obvious consequence 
that in market research such pre- 
liminary design is equally essential. 
The scientist accepts his apparatus 
design as satisfactory only when he 
believes that it will provide him with 
the data he needs. Similarly the market 
analyst must design his experiments 
with a keen eye to the data which he 
will need and what is far more impor 
tant, definite foresight, so that the 
data resulting from the experiment 
may be within the reduction power 
of statistical methods which are avail- 
able at the present time. 

Only recently has any attention been 
given to this phase of the scientific 
approach to the problems of business. 
The temptation rather has been to rush 
into ill-designed or poorly planned 
experiments with the expectation that 
masses of data inevitably will give 
accurate results. The Literary Digest 
Poll of recent red-faced fame is evi- 
dence of the complete wantonness of 
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such procedures. In some cases only 
often without any 
the design of market 


slight changes, 
extra cost in 
experiments, would provide informa- 
tion of far greater significance than 
that actually obtained. 


Gathering the Data. The third step in- 
volves the general procedure of gather- 
Secause the particular 
here for 


ing the data. 
type of problem chosen 
illustration usually cannot employ pub- 
lished data, the serious questions of 
discriminating selection of series are 
not important. Possibly the work of 
field collection of data should be 
divided into two parts, the preliminary 
trial and the final experiment. This 
plan is good science as well as good 
business. ‘The scientist may make a 
preliminary test of his apparatus, the 
engineer may make preliminary tests 
and the business man 
research may 


with models, 
in the field of market 
make preliminary tests of the question- 
naire with which he will obtain ulti- 
mately his measurements. 

Although in both science and busi- 
ness the procedures are well recognized, 
there still remain important differences. 
Were the scientist able to afford the 
cost of collecting the relatively enor- 
mous masses of data which the business 
man of the present day accepts without 
question or even insists upon as evi- 
dence of quality, scientific investigation 
indeed would be rich. The scientist 
after laborious work possibly running 
over a period of years may have only 
a handful of observations. In fact, one 
well-known case furnished only 15 
observations as the product of II years 
of work. The scientist consequently 
has been forced to devise statistical 
methods of reduction which recognize 
such relatively small groups or samples 
of readings. It might seem that such 
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conditions could not occur in business. 
yet the business man does not escape 
entirely. Thus he may decide upop 
an assumed classification of only four 
or five different levels of consume: 
income. These may be treated fo; 
purposes of reduction of data as 

sample of four or five items. The success 
of the scientist has implications jp 
this field of business. If the scientist 
can obtain even in biology and medi- 
cine significant values out of relative] 
small experience, surely it 
be possible to obtain out of prop- 
erly designed business experiments 
significant information involving far 
fewer observations than is 
ered necessary at the present time 
Changes of procedure in this directio 
would contemplate substituting ability 
and science for blundering shot-gun 


should 


consid- 


experience. 


Reduction of the Data. In the next 
place, the problem requires the reduc- 
tion of data which have been obtained 
in the previous step. Power here has 
multiplied many fold during the past 
few years. In fact, some of the most 
powerful methods have been developed 
since the turn of the century. Ver) 
likely this is one fundamental reason 
why statistical procedures and th 
scientific attack on problems such as 
market analysis are only now beginning 
to be developed in ways which are 
truly helpful. The term ‘reduction 
of data”’ implies a technical signiti- 
cance. Data gathered in experimental 
work such as that described abov 
reflect the assumptions made in the 
preliminary investigation as well as 
in the second step which was the design 
of the experiments comprising the 
research. Since the reduction of the 
data reflects a process of critically 
testing through numerical fact ail 
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isines: sssumptions which have been tenta- 
accepted, there should result a 
fundamental truths developed 
he gathered data. It is common 
sume: business practice to cumulate all the 
‘d fos facts which have been gathered from 
nquiry into tables which exhibit 
mass of material. This 

ess merely assembles the data 
entist from the original questionnaires. In 
med) nce. however, it would be called 
rly a compilation or classification 


naerous 


— 4 


1 


milar unit facts. 
proj [he true reduction of these data 
nents till has to be made. Since the market 
r far inalysis essentially is an experiment 
nsid which sample sets of data have 
bien, been derived, the question then is, 
H fundamental truth do 
vilit the compilations contain after the 
lental effects of sampling have been 
inted for?” To make the case 
imagine that we have before 
next is a table containing classifications 
wing preferences for several similar 
ined products classified by geographic sec- 
has tions of the country. The question 
becomes, “‘Do the data present 
—_ tatistical evidence of the assumed 
ferences of opinion in the various 
iphic divisions ?”? Assuming that 
information has been gathered as a 
th random sample, the statistical method 
luction should indicate whether 
the assumed geographic classification 
was significant. If as a whole or even 
= in part it is not, then the geographic 
f classes reported in the table should 
ta include only those between which the 
= differences probably are real. It may 
very well happen that these statistical 
tests will real differences 
) between any of the geographic classes. 
9 lr a case the statement can be 
investigation had shown 
assumption of differences 
opinion between different sections 


much 


show no 


sucn 
made that 


tnat this 
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of the country was not in accord with 
the experimental facts. A table of 
this sort consequently could be rele- 
gated to the report appendix or to 
the limbo of good intentions which 
were tried but found wanting. 

Such statistical processes should pro- 
duce reports for executive inspection 
which would be reduced by scientific 
procedures so that they would contain 
only simple fundamental information. 
It is believed that this would provide 
the executive with a more effective base 
for action. One is reminded of a scien- 
tific paper in astronomy in which the 
author was discussing certain small 
irregularities in the motion of the moon. 
He was contented to make the simple 
statement that he had proposed thir- 
teen different hypotheses to account 
for these, had tested each hypothesis 
in turn, and had found all were unsatis- 
factory. Had this been a research in 
market analysis conducted on present- 
day plans, the hypotheses 
together with all of the mathematical 
numerical calcu- 
have been 


thirteen 


and the 
would 


treatment 
lations involved 
submitted in some hundreds of pon- 
derous but relatively valueless pages of 
material. 

The preceding analysis may seem to 
be somewhat critical, but this is the 
essence of science. It should be a funda- 
mental of When 
business information has been reduced 
to what Professor Whitehead has 
termed ‘‘stubborn facts,” 
then the time has come for the final 
step of interpretation. There should 
come out of the preceding processes, if 
they have been accomplished in a scien- 
tific manner, a mental poise and com- 
mand over the situation which tends to 
produce in the interpretation of the 
findings the clarity which science knows 


business research. 


irreducible 


so well. 
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At this point the question may be 
raised whether the illustration of mar- 
ket research carries other connotations 
on the broader topic which we have 
been examining. For this we return to 
one of the principles already indicated. 
[It is that of the setting of standards. In 
this particular case standards of public 
opinion in regard to goods are wanted. 
This objective in fact is coordinate with 
that of scientific experimentation where 
information is sought in order that laws 
or standards may be set. 

Control in operation is not illustrated 
by the example. Control involves the 
necessity of setting a standard, but it 
requires for its application the repeti- 
tion of the same task. This, of course, is 
present in manufacturing. It appears 
when we desire to make repeated pur- 
chases of some kind of material. It also 
arises in certain phases of repeated 
tasks in selling. In this problem science 
apparently joins with statistics to pro- 
vide business with new tools for the 
statistical setting of controls. Through 
a scientific procedure it holds the pros- 
pect of reducing waste in certain re- 
peated tasks not only in production but 
in the fields of purchasing, finance, and 
distribution. It is not possible to carry 
the inquiry in this regard too far at the 
present moment, for our knowledge is 
limited. The broadened scope of our 
knowledge must come through the 
same kind of a scientific attack as that 
which has been outlined in this paper. 
It will not be of quite the same charac- 
ter for the problem here is more difh- 
cult, in that it is one of coordinating 
apparently isolated instances into a 
more definite understanding of broad 
problems. From this point of view such 
an investigation is set in the prelimi- 
nary field described for the market 
research situation. In that case the 
preliminary work was simplified be- 
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cause of a fairly simple, homogeneoys 
objective. Here, however, it is those 
homogeneous objectives which must 
be determined from the study. They 
must be hypothecated and finally ac- 
cepted or rejected in the light of cold 
judgment based upon gathered experi- 
ence. The work requires, then, the 
gathering and classification of busines; 
experience in relatively broad fields. Its 
undertaking accepts the necessity . 
setting up many hypotheses, realizing 
only too well that few will survive the 
discard when new and often relatively 
simple bits of experience are available. 
But scientific persistence even in this 
more intangible field ultimately wil! 
discover how to apply statistical pro- 
cedures in new ways to business. 
Questioning about the illustrative 
situations postulated here may be 
pressed even further. If this broade: 
investigation which requires broade: 
accumulation of facts from business is a 
scientific problem in itself, then can it 
in turn have a preliminary stage whict 
must be surveyed or understood i 
order to solve this part of the broade: 
problem? The answer is unhesitating]} 
affirmative. The reason for the answer 
arises out of the fact that statistics are 
not the sole property or the restricted 
tool of business. No one of the three 
roots of the statistical tree of know! 
edge—data, methods, and presentation 
—is the exclusive property of business. 
Especially is this true with respect t 
methods which are part of the tools o! 
science. Skill in the use of new tools is 
not evenly distributed. Biology and 
agriculture here lead with other sciences 
tending to follow closely. The prelimi- 
nary field, therefore, is that of science 
in general and of those fields of know!- 
edge to which scientific procedure anc 
in which scientific thought lead to large 
returns. He who would enter this pre- 
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field must be ready not only 
the mathematical thread 
the natural sciences of physics 
hemistry but to enter the applied 
f biology and agriculture as well 
f a similar kind. There is 


here, therefore, a kind of universality 
of knowledge in the fundamental search 
for truth which brings business closer 
to science and through statistical pro- 
cedures makes science a growing part 
of business. 

















METHODS OR RESULTS: PROFIT MOTIVE OR EGO? 
BY J. DAVID HOUSER 


O words are necessary to em- 
phasize the seriousness of the 
present resentment of workers 

and consumers—the public—to busi- 
ness. And no impassioned oratory is 
needed to create a realization in the 
minds of controlling executives of the 
threat in this hostility toward their 
continued control, or toward owner- 
ship itself. 

What answer can be made to the 
attacks of extremists asserting that 
the attitudes of owners and adminis- 
trators of industry are primarily those 
of malevolence and greed; that their 
united purpose is to force workers to 
live at a level and to 
exploit consumers unconscionably? Is 
it to insist that the illustrations cited 
are exceptions, and to point out the 
obvious fact that such sweeping gen- 
eralizations are unjust? Is it an at- 
tempt to prove them unjust by repeated 


subsistence 


acts of generosity? 

“The profit motive” falls readily 
from the lips of radical and liberal alike 
as an easy phrase to describe the sole 
driving power credited to manage- 
ment’s effort. It is used not merely to 
describe, but to discredit and condemn. 
Yet so necessary is profit in our eco- 
nomic scheme that there is danger of 
business at least tacitly admitting 
this subtle falsity. 

Business has amply demonstrated its 
willingness to accept social responsi- 
bilities. But who shall define them? As 
yet these definitions have been provided 
largely by representatives of business 
opponents or critics. Yet these repre- 
sentatives are unable to identify the 
fundamental desires of workers and 
consumers, and they glorify economic 
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wants as supreme. Industry thus stands 
baffled between attacks from spokes. 
men for consumers demanding lowe; 
prices and representatives of employees 
insisting on higher wages. 

Despite what critics may say, busi- 
ness is proving its eagerness to win 
public, consumer, and employee favor. 
But its methods are all too greatly 
characterized by special pleading, self- 
expression, and benevolence. These 
are the methods which in the past wer 
futile, and are today utterly unablet 
control the rising tide of resentment. 
‘They contain no dynamics adequate for 
the present crisis in a democracy. Thei 
continued use in the face of their past 
failure is a definite tribute to the power 
of wishful thinking. 


Methods of Science Unheeded 


So profound are the causes of the 
rebellions against business, so grave is 
the impasse which exists, that the 
broadest generalizations are justified 
as starting points. And the first of 
these would seem to be that a funda- 
mental need is to deal with the problem 
in the spirit of science and using the 
scientists’ methods. From such an 
approach alone can be evolved a 
philosophy basic enough and _ true 
enough to resolve conflict, transcend 
mere compromise, and achieve inte- 
gration. Without it, misguided oppor- 
tunism will continue to temporize on 
the road to threatened disaster. 

A corollary follows immediately: 
that industry has failed to find a 
better solution of its human problems 
because it has been entirely engrossed 
in methods, and has given little or no 
consideration to their results. The 
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t has been an industry organized 
.dministered too much to serve 
rather than to serve its members 
customers, all lip-service to the 

notwithstanding. Regarding 

distribution is intensely 

rd-looking. Production is_ only 

ewhat less so. In both, the worker 

pt to be regarded as merely 
kind of mechanism. 

siness has been treating both con- 

rs and employees as means to its 

Now they have rebelled. 


ai y 


mers, 


ends. 
tle conscious intention, it has 
their feelings; and the con- 
petition of the blunder has 
ibout the deepest resentments 


iraged organized opposition. 


1 Unknown Effects 
» methods of business have found 
important results in their 
ipon human beings. With re- 
ich methods not apprehended, 
| their grossest aspects—largely 
they have been judged 
he degree to which they satis- 
isers’ desire for self-expression. 
nctive urge to “high-pressure”’ 
has been difhcult to curb, 
of the general intellectual 
tance of the principle that the 
very of and appeal to the buyer’s 
of supreme importance. Ad- 
f products and services has 
aracterized too largely by asser- 
f what these products and 
are, and with their merits as 
vertiser views them—often tech- 
pects, rather than the satis- 
ns of human needs they can offer. 
ineffectiveness of and resentment 
ird both of these forms of selling 
be prevented by a clearer knowl- 
results in the minds of 
against self- 


ry ¢ 


cyt their 
1 LULICTT 
} 


rs, and the moral 


teredness could be usefully enforced. 
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Institutional advertising has _ pro- 
vided a most striking example of the 
prevalence of the ego-motive, un- 
checked by knowledge of results. For 
the most part, such advertising forms 
have been utterly unrealistic, empha- 
sizing what business organizations are 
rather than what they do for the public 
and consumers. The lack of knowledge 
of the results of such methods has per- 
mitted veritable orgies of self-praise, 
ineffective at best and often breeding 
against business 


active resentment 


complacency. 
Within the Organization 

In its internal human relationships 
the same egocentric tendency has 
operated because the personnel methods 
and philosophy of industry have not 
been judged by the results produced. 
The perfect illustration is perhaps 
found in the benevolences represented 
activities, the providing 
restaurants, 


by “‘welfare”’ 
of recreation 
mutual benefit associations, insurance, 
and similar physical or concrete bene- 
fits. Industry still does not realize the 
utter inadequacy of these devices to 


facilities, 


insure any satisfaction of fundamental] 
employee desires, even after all the 
years of employee resentment against 
them as propitiatory gestures. 

The futility of artificial schemes for 
‘industrial democracy” was early evi- 
dent, but the failure of their successors, 
employee representation plans, as pana- 
ceas, has been obscured because results 
have not been appraised in the one 
supremely important place, the minds 
of employees. Both employee repre- 
sentation plans and external unions 
tend to limit the autocracy of minor 
executives and to provide a means of 
handling complaints, but they do 
little or nothing to remove the basic 
causes of grievance. Research into 
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employee attitude has uncovered the 
fact that the employee’s conviction that 
management’s desires to be fair, one 
of the greatest advantages of such 
plans, does not usually extend to the 
rank and file. Such a conviction comes 
to employee representatives through 
their experience in dealing with manage- 
ment, but their constituents have no 
such experience. Research has revealed 
wide differences in morale between 
representatives and those represented, 
and has reinforced the truth that belief 
comes from personal experience, not 
from words. 

The utter futility of the gesture of 
placing rank and file employees on 
boards of directors has been time and 
again demonstrated by the bewilder- 
ment and even the actual resentment of 
the embarrassed worker so chosen. It is 
almost inconceivable that this dis- 
credited device should again be pro- 
posed, as it has been so recently. 


Grievances as Symbols of Resentment 


It is perhaps not unfair to say that 
‘industrial relations”’ effort as a whole 
has been characterized chiefly by the 
negative approach of considering spe- 
cific, concrete resentments after they 
have occurred and found expression. 
Experience and research alike force the 
conclusion that “grievances” (and 
this is particularly true of amounts of 
wages) are frequently, perhaps usually, 
symbols of a more subtle cause: 
of resentment against organization 
methods which offend human dignity. 
If these procedures remain unchecked, 
and are not evaluated in terms of their 
real results, management will continue 
to dissipate its efforts on deceptive 
symbols. The wells of discontent will 
continue to bubble; the hidden fires of 
resentment to eat away the founda- 
tions of the industrial structure. 
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Real personnel work could well be 
the solution of industry’s internal prob- 
lem. The work so termed has been ali 
too often uninspired, absorbed in roy- 
tine and detail. These matters are of 
considerable importance, but their han- 
dling has been dominated by the same 
self-centered motives as in other de- 
partments, concentrated on operating 
details, and unchecked by data showing 
the reaction of workers to its adequacy 
in their eyes. 

In all the human problems of in- 
dustry, in all its relations with con- 
sumers, customers, the public, and 
workers, methods have been concen- 
trated upon, but their results—the 
human attitudes produced—have re- 
mained unseen, and have therefore 
been of little influence, and unappre- 
ciated as to significance. 


One Consequence—W aste 


The inevitable consequence of prac- 
tices whose results are not even identi- 
fied, let alone checked or measured, is 
invariably waste; and the individual! 
and social losses are literally incalcula- 
ble. The countless hours of debate in 
battles of opinion on matters affecting 
the public, customers, and employees, 
and the winning of these debates by 
authority, diplomacy, oratory, political 
maneuvers, or sheer loudness of voice 
these are one source of huge costs. ‘The 
organization frictions which flow from 
such victories are another. 

The sheer ineffectiveness of methods 
built upon self-centeredness is also evi- 
dent. The following example of the 
self-expressive usage is a striking illus- 
tration. It deserves emphasis because 
it is typical of results of twelve years of 
research in this field; it is in no sense an 
exception. The temptation to glorify 
the company—merely the larger self 
is strong and continuous, and _ the 
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| he , oft business are crowded with 
Prob- is examples of other companies 
Nall h succumbed to this temptation. 


yncrete evidence, obtained in 
re of t-hand study of consumer attitudes, 
ts concerning a company in 
first, according to the order 
1s attitudes in consumers’ 
ating minds, they influence the buying of the 
ving mpany’s products, and second, ac- 
the way in which the com- 
tands in (consumer) 
n each subject. The data 

wn in Exhibit I. 
st column should determine 


public 


cer the amount of emphasis to be put on 
ul bject if the desire is to sell what 
re made; surely that subject which has 
crore significance for selling the 


pre- product deserves more effort than does 
th or fifth or last. Yet the 
lumn represents the empha- 
which the company (in the public 
ra estimation) actually placed on these 
It represents the effect of the 
d, | nstitutional advertising, it is true, but 
alysis it was shown to correspond 
closely to the amount of advertis- 
Ci ing space devoted to each topic. 
ting Littl 


y CCS, T 





comment is necessary to bring 
the discrepancies here, as a whole 
letail. In general, those subjects 
iad to do with what the com- 
which its 
interested—re- 


\ 
1 
! 
i 


ce : pany was—the 
Th j executives 


om ived 


topics in 
were most 
from the company the most em- 
and, in general, those subjects 
rning what it did for consumers 

ev those topics in which 
‘th buyers were most interested 
lus eived the least emphasis. This may 
ust perhaps suffice as an illustration. Ex- 
rs Of mple after example could be repeated 


prospective 
had re- 


e an tr the fields of advertising, service, 
rity ind personnel. Waste, then, is the first 
lictment against the absorption of 
methods which 


ne in concern 
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people. The economic structure might 
be able to withstand a large degree of 
futility and ineffectiveness, were it not 
for an ominous fact. 


EXHIBIT | 








Factors AFFECTING ( { rR ATTITUDES 
Ra f Rank Order 
{ttt , f Publi 
Inf ¢ Estimation 
n Buying* Company 
Best dealers I 7 
Doing st to give public 
better pr duct eac! 
ear I! 
D g mos ect € 
public by not selling ex 
perimental product 2 13 
Having the soundest busi 
ness policies 4 ( 
Having t interes 
mivillsé eas 11¢ A al 4 
wants S 8 
Compan st apt to be 
in busine 1S or 2 
ears NV ( 2 
le t ew pr ct 
st thoroughly 7 9 
Not making unnecessary 
changes in products § 1 


r 
Preference as an institu 
tion to work for 9 12 
Having best research 
laboratories I 14 


Doing most for the coun 


try 11 3 
Doing most for employees 12 4 
Company in business 

longe . » 

longest 13 

y. , , 

Widest public stock 

ownership 14 I 
* Of the attitudes studied here, the belief that this company has 
the best dealers correlates most higt with the buying of this 

mpany’s products. And so on for the other rankings in Column 1 
t Of the attitudes studied here, more people believe that this 
company has the widest public stock ownership (Rank 1) tha 
believe any of the other statements. The attitude held by t! 
next largest percentage of the publ s that this mpany is most 
ary ¢ business 15 or 20 years fr now f the npanies 
a thie field). et 


Means versus Ends 

This fact is that self-expression, in- 
volved in its own procedure and un- 
curbed by the check of any accurate 
knowledge of its results, automatically 
ignores the means to its ends. These 
‘““means”’ are human beings. ‘They have 
continually resented their enforced in- 
significance and, given new opportuni- 
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ties to express this resentment openly, 
have rebelled. The strength of em- 
ployee and consumer rebellion and its 
widespread results are measures of the 
intensity and extent of smoldering fires. 

There is ample evidence from first- 
hand studies of customer and employee 
attitude to prove that ignorance of the 
basic desires of workers and of the 
buying and use needs of consumers is 
the root cause of much of the internal 
and external rebellion against industry, 
not merely in terms of jobs on the one 
hand and products on the other, but in 
terms of social and political attacks. 

Business fails to recognize the cause 
behind these attacks as violative of the 
most fundamental of all ethical princi- 
ples, the imperative need for considera- 
tion of the other personality. Lacking 
this basic interpretation, business is 
accepting symbols as causes and, in its 
direct attempts to placate opposition, 
is concentrating upon these symbols of 
resentment, which are largely financial 
demands. 


Today’s Measures Inadequate 

The past activities of business with 
regard to its personnel problems have 
been dwelt upon. They were futile be- 
cause they were largely methods un- 
checked by knowledge of reactions and 
condemned by results. What is to be 
discovered by an examination of cur- 
rent efforts to meet a crisis that now 
threatens the very economic structure? 

Workers are inarticulate, unable to 
express either their deep frustrations or 
their true motives. Union leaders em- 
phasize concrete demands, especially 
pay; and business leaders everywhere 
naively accept the union thesis. Prac- 
tically all of their pronouncements 
indicate the belief that amount of pay 
is all-powerful among workers’ motives, 
and is the only factor with which 
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management need really concern itself. 
This is probably a primary misconcep- 
tion which is preventing any real soly- 
tion of the problem of industrial unrest: 
because while pay is so glorified, other 
and more basis needs of workers are 
obscured—needs whose frustration js 
preventing any realization of the ob- 
jective of higher pay itself. 


EXHIBIT II 
OrpvER OF SIGNIFICANCE FOR MORALE oF Speci: 
ArtirupEs oF A TypicaL Group or Workers 
Rank 
Receiving help necessary to get results ex- 
pected by management I 
Being encouraged to offer suggestions and try 
out better methods 2 
Being able to find out whether work is improv- 
ing 
Reasonable certainty of being able to get fair 
hearing and square deal in case of grievance 4 
Certainty of promotions going to best qualified 
employees 
Encouragement to seek advice in case of real 
problems 
Being given information about important 
plans and results which concern the individ 
ual’s work 
Being given reasons for changes which are 
ordered in work 
Not being actually hampered in work by 
superior } 
Not getting contradictory or conflicting orders 
Being given to understand completely the 
results which are expected in a job 
Pay—assurance of increases when deserved 12 
Being invited to offer suggestions when new 
plans are being considered 13 
Feeling that superior understands all about the 
difficulty of the individual’s job 14 
Being given to understand completely the gen- 
eral methods which the superior wants 
followed 15 
Complete definition of duties 1¢ 
Not being responsible to too many different 
superiors 
Knowledge of other jobs in the organization 
which the individual feels capable of han- 
dling and would prefer 


Exhibit II presents the order 
significance for morale of specific atti- 
tudes of a typical group of workers 
non-selling employees in a large depart- 
ment store. The rank in significance 
eighteen 


of each of the attitudes 




















4 


-Methods or 


illustrate factors which are more 
rtant and less important than 
Actual evidence proves wage dis- 
tisfactions are largely or frequently 
i\bols of resentment for affronts to 
kers’ human dignity—injuries of 
hich the source and prevention are 
tirely within management’s control. 
\fanagement may welcome collec- 
ve bargaining as promising a new sta- 
but the consumer will threaten 

pe with his resentment against 
costs due to ever-increasing 

res. Under present conditions unions 
getting, not giving, and there is 
promise of increased productivity 
an industry organized as two armed 


[In attempting to placate consumer 
entment, distribution executives are 
st exclusively dealing with “‘repre- 
tives” (frequently self-appointed), 
ve shown no capacity to pene- 

the fundamentals of buyer 

gy. Such representatives also 

isize the concrete. Either because 

ey cannot, like the average consumer, 
lentify real causes, or will not, per- 
r fear of being thought impracti- 

they avoid the vital abstractions 

h are the eternal verities of human 
lationships. They do not realize, for 
nce, that individual consideration 
the consumer is more important than 


price of merchandise. Moreover, they 


become professional representa- 


ives, involved with business manage- 
ment in discussions of methods rather 


reporting the needs and desires 
onsumers and the effects upon 
istomers of business policies and prac- 


ices. [hey adopt business patter, be- 
ome immersed in 


technicalities of 
lality. Or they may conceive their 


function to be solely that of “‘beating 


wn” prices, irrespective both of 


estlts: “Profit Motive or Ego? 
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quality standards and of real willing- 
ness of consumers to pay more for 
merchandise. 

A significant development in retail- 
ing has been the movement to place 
informative labeling upon merchan- 
dise. The constant danger has been 
that manufacturers would succumb to 
love of their own self-expression and 
emphasize on their labels what the 
merchandise was rather than how 
it satisfied consumers’ needs. The 
tendency actually has been in this 
direction; technical or semi-technical 
details have predominated, and con- 
sumer representatives have not been 
able to correct this tendency to com- 
placent self-expression. 

But by far the most serious criticism 
is that these spokesmen are likely to be 
not representative of the real body of 
consumers. A study made in 1937 in a 
large eastern city covered buying 
attitudes and desires of women con- 
cerning articles of both style and staple 
merchandise. The women interviewed 
were representative of three economic 
classes: average, above average, and 
below average. Among the total group 
were enough members of women’s clubs 
to present their attitude separately. 
These club women were typical of a 
group from which a local “‘Consumers’ 
Council” was being made up. 

On a wide and significant range of 
habits, preference, and price standards, 
these club women were found to differ 
decidedly, not only from women of 
average and below average economic 
status, but from women in their own 
status, which was above average. 

The moral need not be labored; a 
group which was not typical even 
of its own economic status was yet 
the source of representatives of all 
consumers. 
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Verbal Defense Has Ignored Results 

Against open attack, the defense of 
business usually has been verbal coun- 
ter-attack. Here again has been wit- 
nessed an almost exclusive emphasis 
upon means, with little or no considera- 
tion of results. Much of this attack 
bears the appearance of a mere desire 
to discomfit an opponent. Arguments 
are met or advanced because of what 
the other side has said rather than 
because they deal with the audience’s 
needs or interests. The purpose of the 
effort, which should govern the method 
used, is lost in the zeal of defensive 
self-expression; the debaters forget 
their audiences. 

3ecause the public is an essential 
concept in a democracy, the very words 
‘public relations”’ have been elevated 
to a position of deference. To express a 
concern for them, to exhibit awareness 
of them, even to utter the words, is 
often a bid for favor. This has become 
increasingly true as the older word 
“‘propaganda” has acquired sinister 
implications and become unpopular. 

“Public relations” is neither a magic 
phrase nor, as ordinarily practiced, any 
panacea for the difficulties and opposi- 
tion which perplex today. 
When it represents a crass frontal at- 
as it all too often 
because it 


business 


tack on mere effects 
does—then it is harmful 
deceives. It prevents consideration of 
basic causes of attacks and it encour- 
ages a false security under the guise of 
strong action. 

Matters in which the rank and file 
of citizens have had little or no experi- 
ence, such as political questions, may 
be subjects about which public opinion 
can be made and unmade by argument. 
Sut in the functioning of business too 
many people are directly and person- 
ally involved, as either producers or 
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consumers or both, for matters of 
industrial or consumer relations to be 
mere opinions. Millions of human 
beings spend half their waking hours o; 
longer as members of industrial o; 
commercial organizations. All of thes. 
buy and consume. The cornerstone of 
the entire industrial order will by 
found to lie in personal relationships. 

The essence of these relations js 
personal experiences. ‘These experiences 
are the stuff of which attitudes are 
formed, and their power to give sub- 
stance to hostility or favor is tenfold 
greater than that of any form of words, 
however forceful or often repeated 
This vital truth has been almost 
entirely overlooked because of the im- 
mersion of business in its procedures 
alone. Because of this submerging of 
facts, the opportunity for publicity to 
prove the interest of management in 
consumer, or public, needs and desires, 
and to report accomplishment in meet- 
ing them, has been lost. 


Business Must Know 

The attacks on business are being 
justified by the assumption and the 
assertion that its motives are unworthy 
—that it is interested only in profit 
in the narrow sense. This explanation 
is sheer over-simplification based on 
evident animus and false in its ignoring 
of countless evidences of generosity, 
both in attitude and in deeds. 

The true indictment against business 
is one of not knowing rather than not 
caring. With no way of learning the 
results of procedures affecting people, 
its gaze is turned inward and it con 
centrates on its self-expression through 
those methods. Employees and con- 
sumers move hazily in and out of its 
blurred, inward-turned vision; they ar 
mere objects of its own impulses, little 
considered means to its ends. Now 
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rebelled, and will continue 
until the focus of industry is 


ible for the stresses and strains 
threaten to break down the 
trial machine. It is the ego motive 
management and its representa- 
the drive for self-expression un- 

by knowledge of its effect. An 
ligent profit motive, one made by 
information, would have done 
to prevent the present impasse. 


not the profit motive which is 


, t 
} 
Al 


rstanding of Human Material Is 


‘ 
VécésSsary 


n dealing with physical substances, 
iture of the material is considered, 


r aims are not accomplished. Materials 
must be dealt with through methods 


h bring about desired results. We 
not strike a match near powder, 
} as we may need a light. The 


npatient engineer might vastly enjoy 


ed in his work, but he wants his 


J 


ridge to endure and so takes the time 


ilate his stresses and strains. 
But when the means to our ends are 


ther people, there is a too powerful 


ndency to ignore the nature of the 

iterial with which we must work and 

evaluate our methods by the satis- 
they bring to us. A chief 
itive gets an honest glow from a 
‘nerous welfare plan. Advertising is 
itten in a way to please the copy- 
riter or the executive who will pass 
| it. he customer is insulted by the 
person who disapproves of some- 
ng the purchaser does. 

Business has largely solved, or is at 
handling with ever-increasing suc- 
its physical problems because 
re treated in the spirit and with 


the methods of science. Its psycho- 


gical problems, on the other hand, 
ve known as little of science as did 


the Middle Ages. If the problem of 
growing resentment to business is faced 
with sheer realism, if it is probed 
with fundamental generalizations as to 
causes and effects, methods and results, 
the simple conclusion is inevitable that 
the problem relates to people; and that 
it is therefore certainly not a physical 
problem, not even primarily economic, 
but psychological. 

The word “psychology”? has been 
found to suggest to the average indus- 
trial executive something interesting, 
yet vague and speculative. Moreover, 
innumerable charlatans have imposed 
upon business with absurd claims or 
procedures based on half truths, hidden 
in mystery. The fact seems generally 
unrecognized that orthodox psychology 
has rapidly advanced to the status of a 
usable science, and that this advance 
has been made primarily because the 
psychologist has adopted an objective 
approach to his subject matter and has 
used the master device of all science 
measurement of his materials. 

In the field of education this ap- 
proach has been revolutionary. It has 
based its art upon a science and has 
created a true profession. Education 
has become dynamic, its problems 
focused on changing behavior rather 
than the use of self-centered methods. 

It is partly a reflection upon manage- 
ment that it has not availed itself 
of the resources of the universities, of 
their abilities to contribute to the 
attack upon its human problems. But 
it is also a reflection upon the univer- 
sities that they have not made their 
methodologies better known to those 
in charge of the great social activities 
of production and distribution. A better 
liaison could be infinitely productive. 

The worthy motives which pervade 
industry—an honest desire to serve, a 


sincere wish to be generous—will con- 
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tinue to be nullified and discounted 
until the problem of resolving con- 
sumer and employee resentment is 
regarded in terms of its simple funda- 
mentals. The one all-embracing general- 
ization which cries aloud for recognition 
is that this problem is one of changing 
the attitudes of employees and consumers. 

The problem is not one of whether to 
do institutional advertising or welfare 
work. It is not whether to cooperate 
with consumers’ councils, to encourage 
employee organizations, to do “ public 
work, to adopt task and 
bonus plans. 

The problem is, first, to know what 
the attitudes of workers, customers, 
and the public! really are, and only 
then to decide on how they can most 
effectively be changed. This means an 
entire reversal of present procedures, 
but it means procedures clearly familiar 
to business in other activities: blue- 
prints and specifications for jobs and 
audits of results. This approach is 
not only one of diagnosis; the very 
elements on 


relations” 


analysis also provides 
' For example, the attitudes of workers to the oppor- 
\ity to submit grievances, to pay, promotion, the 
tality of supervision, working conditions; and the 
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which effective, continuous control can 
be built. 

Such an attack is not a subject for 
amateur effort, because attitudes are 
subtle things. They need to be deter- 
mined exactly, and above all, since al 
reactions are obviously not of equal 
weight, their relative significance must 
be discovered. For it is the lack of 
clear understanding of relative signifi- 
cances that is permitting oversimpli- 
fications to do such infinite harm in 
business thinking and action today 
such as the assumption that financial 
motives are supreme. 

The very heart of the conflict in 
American industry is the common mis- 
conceptions of management, workers, 
and consumers, in regard to one 
anothers’ motives. Management, the 
now most responsible party, should 
take the initiative. It seems to need 
only a means with which to implement 
an attitude which, as a whole, is 
worthy. The supreme need is for a 
technique of understanding. That tech- 
nique is available. 


attitudes of customers to quality, personal service 
accommodations, prices, and delivery. 














THE PRESENT STATUS OF RECIPROCITY AS A SALES 
a POLICY 


HE use of reciprocity as a basis 


ce for obtaining sales is a practice 
; of long standing, the essential 
ie iness of which has been argued pro 
ol; at great length.! It is not the 


f this study to reopen the con- 
y, but rather to consider the 
status of the practice, some of 
ramifications, and a few illustrative 
lures for handling such transac- 
\ part of the data upon which 
ssion is based was obtained 
51 replies to questionnaires: 176 
rchasing officers, 43 from sales 
ers, and 32 from general manage- 

t executives. 
robable that the policy origi- 
mply from a desire to increase 
Quality, service, and price 
’ eing equal, it was natural for a com 
distribute some of its orders fo 
terials and supplies among its bet- 
mers as a friendly gesture 
appreciation, realizing that at no 
st to itself it might thereby 
gthen the good relations already 
ng. .\ great many companies still 
the practice only for this pur- 
(here are many others that 
to practice it even to this extent, 
ise they are not satisfied that in 
e long run it is essentially sound. 
do not feel the need of it, as, for 
», those who do a large amount 
pecial-order business, have an out- 
ling reputation for service, or sell 
product widely recognized as defi- 
t superior. On the other -hand, 
nd more companies have come 


IC alld 
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to use it as a basis for soliciting and 
even demanding orders. Thus a definite 
issue as to policy has developed. Should 
sales depend solely on the ability of the 
salesforce to obtain orders without any 
assistance from the purchasing depart- 
ment, or should the purchasing power 
of the company be used as a means of 
increasing the sales volume and pre- 
sumably the net profits of the company 
even at some added cost or sacrifice at 
other points? 

Whatever the implications involved 
in this controversy, it does appear, from 
such evidence as is available, not only 
that the sales volume sought on this 
basis today is substantially larger than 
in 1929, but that it is growing steadily. 
There are several reasons for this in- 
creased popularity, among which may 
be mentioned the effort to maintain 
sales volume during the depression; 
the apparent success with which some 
companies use reciprocity to increase 
sales; and the belief that, under com- 
petitive conditions as they prevail in 
some lines of business, a company must 
resort to reciprocity in order to survive. 


Prevalence of Reciprocity and Business 
Attitudes toward It 


It is apparently true, moreover, that 
to a greater or less degree reciprocity 
is found in nearly every type of manu- 
facturing business as well as in bank- 
ing institutions and insurance, public 
utility, transportation, and construc- 
tion companies. For instance, pubhic 
utility companies commonly buy as 
largely as possible from local suppliers 
in order to develop the goodwill of the 
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community which they serve, both 
toward the companies themselves and 
toward the services they sell. This is 
clearly a form of reciprocity. But one 
such company writes, “We try to 
hold these purchases down as much as 
possible but believe the goodwill ob- 
tained more than offsets the difference 
in price we are compelled to pay.” 
As has been suggested, on the other 
hand, those who practice reciprocity are 
often not content to use it merely as a 
gesture of goodwill, and the public 
utility field is no exception. To illus- 
trate, a public utility which purchased 
gas ranges from a particular manu- 
facturer brought sufficient pressure 
upon this supplier to induce him to 
discontinue the manufacture of his own 
electrical energy and the use of fuel oil 
in japanning ovens and instead to pur- 
chase the electrical energy and to 
substitute gas for fuel oil. Banks, like 
public utilities, practice reciprocity, 
although seldom will either admit it 
openly. A somewhat extreme case is 
found in the experience of a contractor 
who had several buildings in various 
stages of completion when he found 
himself in need of additional funds to 
carry him until the most advanced of 
his buildings was accepted by the 
architect. Although the contractor’s 
line of credit had not been heavily 
drawn upon, the local banker refused 
the request for an additional loan. He 
suggested, however, that if the con- 
tractor would place an order for all 
the cement that he would need during 
the season’s construction with a partic- 
ular local supply firm instead of buying 
directly from a cement plant as had 
been his practice, “it was very probable 
that’? the president of the bank, a 
silent partner in the local supply firm, 
that the loan be 


‘ 


would recommend 


granted. 
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It is among manufacturers of indys. 
trial goods, however, that the practice 
is most common. It appears to be 
particularly prominent among manv- 
facturers of machinery and other iron 
and steel products, electrical supplies, 
paper and printing, chemicals (includ- 
ing paints), and non-ferrous metals. 
petroleum, and rubber. The extent to 
which the practice is sometimes carried 
is well illustrated by the following 
comment received from a purchasing 
officer: 


4 

We manufacture only freight equipment, 
such as box cars, gondola cars, flat cars, 
and hopper cars for the various railroads 
which may be good enough to place their 
orders with us. 

During the last several years, due to the 
reciprocal turn of mind of both seller and 
buyer, almost all the material used in car 
construction has been allocated by the rail 
road for which the cars were being con- 
structed. The real function of buying has 
been eliminated, and all competition has 
been voided as far as our own company is 
concerned. In one instance we received an 
order for 500 hopper cars, involving 5600 
tons of steel, and were requested by the 
railroad to split this between seven differ- 
ent steel producers, ranging from 2% as 
the lowest amount to 45% the highest. 


A comparison of the attitude of pur- 
chasing officers, sales managers, and 
general management toward this prac- 
tice reveals some interesting facts. It 
is safe to say that a great many pur- 
chasing officers disapprove of reci- 
procity on the ground that it violates 
the essential principles of sound pur- 
chasing. Certainly an overwhelming 
majority of buyers would oppose its 
use when it is forced upon them against 
their will, or when it involves som 
sacrifice in quality, service, or price 
Many, however, would accept “friendly 
relations” as a fourth factor, providec 
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ther considerations are equal and 
rovided the purchasing officer himself 
the judge as to when and where to 

e it. 
n view of a general feeling among 
-chasing men that such “unholy 
nces”’ are forced upon them by the 
cales departments, it is interesting to 
ote the attitude of the latter group. 
Only 41% of the sales executives reply- 
12 to the questionnaire recorded them- 
selves as favoring the policy, whereas 
62% of the representatives of general 
management (as distinct from both 
irchasing and sales) responded as 
endorsing this method of obtaining 

sales. 
In this connection, too, the purposes 
r which the use of reciprocity was ap- 
roved may be noted. About 82% of 
the sales and general management 
replies indicating approval of the 
tice endorse its use as a means of 
btaining “a share in a company’s 
volume of purchases when [its] price and 
quality are competitive.” The remain- 
x 18% admitted that they would use 
reciprocity for this purpose when their 
prices were “‘somewhat higher than 
ompetitors’.”” {About two-thirds of 
those who approved of its use under 
ompetitive conditions specifically in- 
licated that they approved of its use 
as a means of obtaining “‘an interview 
for salesmen when an interview would 


not otherwise be granted.” 


Indirect Reciprocal Relations 


In seeking to gain an adequate 
onception of the general reciprocity 


situation, One must not be led astray 
into thinking of it solely as a practice 
in which but a single seller and a single 
buyer are involved. In the past, most 


the discussions as to the wisdom of 
he policy have apparently assumed, 
ot merely that such simple relation- 


ships are typical, but that they con- 
stitute the only circumstances under 
which the issue arises. Such is, in fact, 
far from true, for about 44% of the 
purchasing officers’ replies indicated 
that their companies engaged to a 
greater or less extent in what may be 
called three-way reciprocity, or even 
more complicated forms. Thus a manu- 
facturer of sheet metal sells his product 
to a manufacturer of oil drums. The 
sheet metal manufacturer, having no 
use for the drums, buys its oil from a 
customer of the drum manufacturer. 
Again, a construction company is often 
under pressure from the owner of the 
proposed building to buy from a par- 
ticular material supplier because that 
supplier happens to be a purchaser of 
the owner’s product or a stockholder. 
The construction company may also 
feel pressure from the engineer or archi- 
tect and at the same time want to 
satisfy other owners who have been 
clients in the past or may become so in 
the future. Indeed, a great deal of 
ingenuity has been exercised in the use 
of reciprocity when the manufacturing 
requirements of the seller are such as to 
preclude the purchase of the products 
sold by an actual or a potential cus- 
tomer. Some examples may be cited 
from the experiences of manufacturing 
companies.’ 


Carver Company. In the spring of 
1937 a salesman from a mill supply 
house located in Toledo called on the 
purchasing officer of the Carver Com- 
pany, a manufacturer of files and tools, 
in an effort to obtain his leather belting 
business on the basis of reciprocity. He 
pointed out that he represented the 
Ohio distributor of the leather belting 
2 Since the identity of the companies referred to may 


not be divulged, fictitious names are used throughout 
this discussion. 
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made by the A. E. Dunford Company 
of Cincinnati, a subsidiary of the Mac- 
donald Leather Products Company of 
St. Louis, which was in turn a sub- 
sidiary of the Ware Packing Company. 
The latter was a buyer of Carver files 
and tools. The Ware Packing Company 
was the principal subsidiary of the 
Ware Company, a large integrated 
meat-packing concern. The Ware Com- 
pany operated a trade relations, i.e., 
reciprocity, department which served 
the entire organization. 


Brine-More Company. The Worth- 
ington Chemical Corporation, one of 
the largest producers of chemicals in 
the United States, operated seven 
plants and controlled several subsidia- 
ries. In February, 1937, the director of 
the reciprocity division of the company 
requested the purchasing officer of the 
3rine-More Company, a Worthington 
subsidiary, to patronize a new supplier 
when buying corrugated paper boxes. 
The reason advanced for the request 
was that since the Hessel Paper Box 
Company, Brine-More’s principal sup- 
plier of such items, did not make its 
own paper stock it was not a potential 
purchaser of the Worthington chemical 
products used in manufacturing paper. 
The Brine-More purchasing officer 
was greatly opposed to making the 
suggested change and therefore con- 
sidered the possibility of a three-way 
relationship. 

The Brine-More Company had been 
buying from the Hessel Paper Box 
Company for 12 years, and their rela- 
tions had always been satisfactory. 
The paper box business was highly 
competitive, and Brine-More’s order 
was large enough to be thought ex- 
tremely worth while by the supplier. 
In 1936 the Hessel Paper Box Company 
purchased $800,000 worth of paper 
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stock from the General American Paper 
Company, one of the largest Paper 
manufacturers in the United States 
and a customer of Worthington. 

The Brine-More purchasing office; 
wrote to the reciprocity director pro- 
testing against the proposed change. 
but indicating his desire to cooperate. 
He offered to ask the sales manage; 
of the Hessel Paper Box Company to 
request the General American Paper 
Company to increase its purchases of 
Worthington products. 

Investigation by the reciprocity divi- 
sion of the Worthington Chemical 
Corporation revealed that, in 1936, 
General American purchased a total 
of about $375,000 worth of chemica! 
of the types produced by Worthingto: 
although the latter had received onl; 
$30,000 of this business. There was 
also some evidence suggesting that 
General American, following its own 
reciprocity program, had given | 
chemical business largely to potential! 
rather than actual customers. 

The reciprocity director accepted the 
purchasing officer’s suggestion. The |at- 
ter telephoned the Hessel sales manager 
and explained the situation, pointing 
out that he did not want to change 
suppliers and asking that the sales 
manager see what he could do toward 
obtaining the cooperation of General 
American. The sales manager agreed to 
do so, and shortly afterward the 
General American Paper Company 
increased its purchases from Worthing- 
ton to about $75,000 a year. 

Cronin Oil Company. For many 
years this company had bought service 
station equipment on a reciprocal basis. 
Since the company sold its products 
only in Pennsylvania, it had purchased 
such equipment from Pennsylvania 
manufacturers almost exclusively. Of 














$200,000 to $500,000 which the 
nin Oil Company spent annually 
service station equipment, a little 
than half was for pumps. Since 
prices and quality of finished pumps 
more or less uniform, these con- 
-_ lerations did not appear to the 
nin Oil Company to be such deter- 
ger minant factors in making purchases of 
ia this equipment as was reciprocity.® 
In the middle of 1937 the purchasing 
r of the Cronin Oil Company 
pproached by Mr. Frank Smith, 
ad recently set up a supply busi- 
ca in Philadelphia, carrying among 
6 ther items the line of pumps made 
! the Glenville Pump Company, a 
which was located in central New 
State and had never succeeded 
ing anything to the Cronin Oil 
Company. Knowing that the Cronin 
Oil Company purchased on a reciprocal 
isis, Mr. Smith hoped to win it as a 
mer by finding a local buyer of 
ia ibstantial amounts of gasoline and by 
the latter’s purchases as a lever. 
opinion the most likely prospect 
Oakes Trucking Company. 





Smith knew that the Oakes 
9 king Company had been unsuc- 
9 fully soliciting trucking business 
es from the Glenville Pump Company. 
rd \lthough the Glenville company’s 


ransportation needs which the Oakes 
could handle amounted to 
$100 a month, the trucking 
mpany considered this business very 
inasmuch as the bulk of it 
ld fit into trips that were ordinarily 
Accordingly, Mr. Smith asked 

e Oakes Trucking Company whether 
“ t would be willing to contract with the 
Cronin Oil Company for gasoline and 


+ 


at prices equal to those charged 


mpany 


: | 
irable 


a situation is not uncommon, and frequently 
1 vhile on the surface it may appear that reciprocity is 


4 primary consideration in the selection of a sup- 
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by all oil companies, in return for part 
of the Glenville company’s trucking 
business provided the latter business 
could be obtained. Annual purchases 
of gasoline by the Oakes Trucking 
Company amounted to about $30,000, 
and its oil purchases were between 
$2,000 and $3,000. The Oakes Trucking 
Company indicated its willingness to 
consider such a proposal. 

Mr. Smith then suggested to the 
Cronin purchasing officer that the 
Cronin Oil Company buy pumps from 
him in return for sales of gasoline and 
oil to the Oakes Trucking Company, 
which would in turn receive an appro- 
priate amount of freight business from 
the Glenville Pump Company. The 
Cronin purchasing officer agreed that 
if this arrangement could be made he 
would be willing to purchase annually 
from Mr. Smith from $10,000 to $20,- 
000 worth of service station equipment, 
which was as much as Mr. Smith 
expected. Of this amount about half 
would be for items furnished by the 
Glenville Pump Company. 

The Glenville Pump Company read- 
ily agreed to route its freight via the 
Oakes Trucking Company on the basis 
of the business it would thus obtain 
through Mr. Smith. 

At this point in the negotiations, 
however, the Oakes Trucking Company 
became dissatisfied with the proposed 
arrangement. The president of the 
Oakes company stated that in return 
for its purchases of gasoline and oils 
his company should receive trucking 
contracts from the Cronin Oil Com- 
pany since the latter controlled some 
business that the Oakes company 
could handle. A final decision has not 
yet been reached. 
plier, actually price, quality, and service were first 
considered and believed to be uniform. 
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In the above three illustrations, the 
sales department at times used the 
existing purchasing arrangements as a 
basis for the direct solicitation of busi- 
ness, and at other times resorted to 
various expedients by virtue of which 
the purchases of the company were so 
readjusted as to be used actively as a 
basis for expanding sales possibilities, 
both through additional business from 
old customers and through business 
from potential customers that could 
not otherwise be sold. 

Even the purchasing department 
may take the initiative in the develop- 
ment of reciprocal relations by using 
its contacts with a view to their sales 
possibilities. In fact there are many 
cases when the purchasing officer goes 
out of his way to assist customers from 
which he is not in a position to buy by 
suggesting other companies, obligated 
to his own, to which his customers may 
go. Sometimes instead of relying on 
mere suggestion, a purchasing depart- 
ment goes further in its efforts to insure 
that a relationship is established be- 
tween its customers and its suppliers. 
For instance, the Cronin Oil Company 
sold a large volume of petroleum 
products to steel companies, but did 
not use much steel. Therefore, when- 
ever the purchasing department let a 
contract involving steel it specified 
the steel supplier. Often an attempt 
was made to obtain a promise from 
the company’s suppliers of fabricated 
steel items with respect to their steel 
needs other than those involved in 
Cronin contracts. At times, too, pur- 
chases of steel were made in the Cronin 
company’s own name, whereas the 
material was shipped to the suppliers 
of fabricated steel and they in turn 
were billed by the Cronin company. 

Although the principles underlying 
these indirect reciprocal relationships 
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differ in no essential particular from 
two-way reciprocity, nevertheless jt js 
true that more vigorous objection js 
raised to the extended policy than to 
the simpler form. From the standpoint 
of the sales department it is clear that 
the more involved the relationships 
become the greater is the difficulty 
of checking up on the effectiveness of 
the policy. There also is a quite under- 
standable resentment on the part of the 
purchasing officer toward having vari- 
ous forms of indirect pressure brought 
to bear upon him. 

Beyond all this, an entirely new 
consideration is injected into the situa- 
tion when a purchasing officer recom- 
mends that one of his sources of suppl; 
buy from one of his customers, for he 
thereby assumes a real responsibility 
for the satisfactoriness of the 
tomer’s product, and may have little 
or no knowledge of the purposes for or 
conditions under which the supplier 
intends to use the product. 

Thus one purchasing officer states: 


CuS- 


A company to which we have sold ma- 
chines endeavored to use us as a means for 
securing orders for their pig iron. We do 
not operate a foundry, so we were asked 
to write our various foundry connections 
insisting that they use this particular cus- 
tomer’s pig iron in the manufacture of our 
castings. This you can readily see would 
be very dangerous for us, the reason being 
that, if our foundry connection followed 
our request by purchasing this particular 
company’s pig iron and the castings made 
from it were not suitable for our needs, the 
foundry immediately would find fault with 
the iron we recommended and place the 
whole responsibility on us. 


Another writes: 


Our customer’s goods should be of such 
quality as to merit the attention of our 
supplier; if they are not, our efforts would 
be badly misplaced. We would place our- 
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elves in a wrong light with our supplier, 
indermining otherwise friendly relation- 
ips and endangering our own asset of 


got dwill. 


However, some companies try to 
meet such requests without actually 
recommending the supplier. Thus: 


Two large manufacturers make a certain 
.rticle for us. Paint, steel, locks, etc., rep- 
resent items they must purchase. Concerns 
which manufacture these items and pur- 
hase from us many times write for 
issistance in making a sale. We write a 
etter to each of our sources of supply 
isking them to give the particular concern 
every consideration when replenishing their 
supply. Their quality, price, service, etc., 
must be such as to cause no change in the 
existing set-up. A copy of the letter is sent 
to the requesting firm. 

The use of a reciprocal relationship 
with a somewhat different, although 
allied, objective appears in the follow- 
ing instance: 

These manufacturers became financially 
involved, and the producer of raw material, 


_who, by the way, was a good customer of 


urs, asked if we would place an order 
through them with the manufacturers 
ibove referred to. As the goods supplied 
by the manufacturers were of high calibre, 
we had no hesitancy in complying with our 
customer’s request and in so doing enabled 
him to help liquidate some of his outstand- 
ing accounts and also made him a better 
customer of ours. 


Procedure for Handling Reciprocity 


[In spite of the wide use of reciprocity 
both directly and indirectly, it is 
apparently true that a great many 
companies handle each problem indi- 


ila pasnne. 3 ; . ae 
in passing, it may be noted that when additional 


re incurred the added expense is commonly 

sorbed by the manufacturing department, although 
etimes charged to sales promotion. 

‘A careful study of the commercial interrelations of 

actual and prospective customers is considered by 
any sales managers as a necessary part of successful 





vidually as it arises. Some evidence 
on this point was obtained from the 
purchasing questionnaires referred to 
earlier in this discussion. In response 
to the question, “Do you have a 
definite procedure for handling recipro- 
cal purchases and sales?,” 70% of the 
purchasing officers responding did so 
in the negative. Approximately 55% 
replied that they carried on no “special 
accounting that indicates the extent to 
which reciprocal purchasing results in 
extra material costs,” while an addi- 
tional 33% inferred that they likewise 
carried on no such accounting when 
they indicated specifically that they 
refused to pay an additional price.‘ 

The final decision in reciprocity 
cases ordinarily rests with the pur- 
chasing officer. Of the questionnaire 
replies from purchasing officers, 50% 
indicated that the purchasing officer 
was responsible for making the final 
decision involving reciprocity; 20%, 
the purchasing officer and sales man- 
ager jointly; 6%, the sales manager 
alone; 14%, some other executive; 
and 11%, a special committee or 
department. 

A common method for handling 
reciprocity is to have the sales depart- 
ment periodically provide the purchas- 
ing department with a list giving 
the names and addresses of the com- 
pany’s larger customers, and their 
intercompany relationships, showing 
sales to each of the companies listed.° 
In not a few companies, an attempt 
is made to distribute the purchases 
among customers roughly in proportion 
to sales to them. This method, however, 
sales strategy. Whether the use of such information 
involves reciprocity depends largely upon how it is 
used. Certainly some executives seem to have a pecul- 
iar aptitude for ferreting out not only the nature of 
these intercorporate relations but also a considerable 


amount of financial, social, political, and even religious 
data relative to the executives of such companies. 
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may be open to some question even for 
the purpose intended. As one purchas- 
ing officer writes: 


I do not like to lay stress on the actual 
trading of dollars, as this often throws the 
relationship entirely out of gear. For ex- 
ample, our product as offered by our sales 
department might be considered almost a 
raw material, inasmuch as it must be fabri- 
cated into some other form before it reaches 
the ultimate consumer. Therefore, in com- 
paring our purchases from and sales to some 
large electrical manufacturer, the amounts 
involved would be entirely out of line one 
with another. Yet I hardly know how you 
can equalize the two. After all, we stress 
having an “account” with one of our 
good customers rather than the trading of 
dollars. 


As the practice of reciprocity con- 
tinues to grow and its ramifications 
increase, a more definite organization 
and procedure are required. 

In the Carver Company case cited 
above, it will be recalled that the Ware 
Company maintained a separate trade 
relations department. This department 
followed the not uncommon practice 
of keeping a complete record of the 
purchases of all its subsidiary com- 
panies, classified by the names of the 
suppliers. Annually, a summary of 
these data was compiled showing the 
total of such purchases from each 
supplier. A copy of this summary was 
sent to the sales manager of each com- 
pany within the organization. These 
summaries provided the sales managers 
with both a list of potential customers 
and a basis for inducing actual cus- 
tomers to increase the size of their 
purchases. 

Again, in the Brine-More case, the 
Worthington Chemical Company es- 


In some companies, when a particularly desirable 
order is being sought, the salesman is accompanied by 


the purchasing officer at a timely point during the 
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tablished at its home office a reciprocity 
division responsible for the administra- 
tion of reciprocal relations for the 
entire company. On the basis of jn- 
formation furnished by the purchasing 
and sales departments, the division 
issued annual reports giving each 
supplier's actual and potential pur- 
chases from and sales to the Worthing- 
ton organization. About 2,500 firms 
were listed in the annual report. A 
copy of these reports was sent to the 
sales manager of each of the company’s 
subsidiaries. When a straight sales 
approach failed to effect a sale, the 
salesman mentioned the dollar volume 
of purchases and asked for business on a 
reciprocal basis.6 On the other hand, 
the reciprocity division could direct 
company purchasing officers to place 
orders in accordance with the best 
reciprocal advantages of the company. 

The compilation of such a list is, of 
course, a comparatively simple matter. 
Some companies, however, attempt to 
go considerably further in obtaining 
names of potential customers that may 
be approached on a reciprocal basis. 
Thus, one prominent industrial cor- 
poration addressed the following letter 
to its suppliers: 

According to our records we have bee: 
dealing with you either directly or in- 
directly for some time. In order that 
we may be able to give proper considera- 
tion to the subject of reciprocal relations, 
which in modern business so often arise, 
we should like to have you inform us of 
your corporate set-up, i.e., the name o/ 
each company with whom you are asso- 
ciated, either as parent or subsidiary, and 
whether such companies function as oper- 
ating or selling units or as both. In case 
you represent any independent company 
or companies, as either buying or selling 
negotiations in order that some direct or indirect 
reciprocal relationship may be established. 
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agent, or if other companies act in similar 
capacity for you, full information with 
reference to such connections will also be 
helpful to us. 

An alternative method, and a some- 
what more tactful one, of accomplish- 


‘ng the same result was used by a 


the letter, the purchasing officer listed 
all the companies affiliated with or 
subsidiary to his company, together 
with the location of each and the 
products it manufactured. He ex- 
plained in the letter that he was sending 
the information “‘with the hope that 


EXHIBIT I 


Tue NEwFANE CoMPANY 


NOTE: Please refer this to 
e Management and to 
r Purchasing Director. 


t 
ial 


ORDER ATTACHED! 


nt. The Following Refers to 


Future Orders 


ese ft 


times it is necessary to leave nothing undone that will motivate toward more sales. You are, no 


ke everyone else, particularly anxious at this time to bring in more and more orders. So is The Newfane 


in which all hands are doing their part to keep our volume up to a good point. 
his message is our Purchasing Department’s contribution toward order-getting. 


We know that you appreciate the attached order, whether it is large or small, whether it is one of many you 
ly receiving from us, or whether it is the first we have ever sent you. It is proof positive that we like 


Our products are as follows: 
Steel filing cabinets for all purposes. 
teel Skyscraper desks. 


S. 
his last item includes: 
1. Factory and Shop Forms 
2. Sales Record Cards 
3. Office Forms 


your price and your service,—or we would be sending it to your competitor. 


3. Fire protective devices—safes and Fire-Files. 
4. Indexing and supplies. 


Every printed form you use, except your letterheads. 


4. Purchasing Records 
5. Employment Records 
6. Stock Records 


7. All Accounting Records. 
and so on down the diverse line of forms and records you must use daily. 
Now, we can produce anything you use, on any kind of paper or card stock that your price requirement 


s¢mands. 


In consideration of the attached order from us, we ask that you send us a sample of all the card forms you 
se. Tell us what quantity you buy, how often, and how much you pay. By ordering what you need from us, you 
i , 3 ) ) pa) j gz ) ) 


an get the quality, service and price that you want. 


As we and your other customers increase, so will you increase. Why not apply this idea to your own purchase 
? We believe that the application of this idea in all lines would immediately and materially stimulate 


siness throughout the country. 


We are attaching these sheets to all our purchase orders and are keeping a close check on the results. We are 
oking forward to seeing your card samples,—also, please remember that we can furnish any indexing system 


r supplies you may need. 


Let us hear from you! Please address your reply to Director of Purchases, care of this office. 


BUY NOW FROM THE NEWFANE COMPANY, 


large manufacturing company having 
21 subsidiaries and affiliates engaged 
in the production of a wide line of 
products ranging from automotive 
equipment to household utensils, die 
astings, and leather products. This 
concern sent out a letter, over the name 
f its director of purchases, addressed 
to the purchasing departments of 
those firms from which it bought. In 





INDIANAPOLIS, INDIANA 
if you find on the list any product you 
are regularly purchasing you will give 
us an opportunity of quoting on your 
requirements.”” He then added: “I 
might especially call your attention 
to the fact that we manufacture a 
complete line of automotive storage 
batteries and spark plugs, which prac- 
tically all concerns use in their delivery 
trucks and sales cars.”’ 
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An even more direct appeal is some- 
times made, as is illustrated in the 
notice (Exhibit I) on p. 307, that was 
attached to the orders placed by the 
purchasing department of the Newfane 
Company. 


Bradford Corporation. The following 
description outlines in greater detail 
the method by another large 
manufacturing corporation in recording 


used 


its commercial relations data: 


By the use of cards designed to meet our 
special requirements, our Accounting De- 
partment furnishes us with tabulated runs 
for four specific purposes. In each instance 
the information is recorded by vendors’ 
names, listed in alphabetical order. 

(1) A monthly report of accumulated 
payments (purchases) for the period end- 
ng with the date of report showing the 
trading done by the corporation and 
subsidiaries. 

2) Another monthly report of accumu- 
lated payments (purchases) containing the 
same information as does #1 only broken 
down by sales districts. Each Sales Depart- 
ment is given a copy of its own individual 
report. 

(3) A monthly report of sales (invoices 
less freight) including transactions for the 
corporation and subsidiaries, for the period 
ending with the date of report, by products, 
weight and value. Incidentally we make 
very little use of this report in the Com- 
mercial Relations Division inasmuch as 
the data are more for the District Sales 
Managers. 

(4) A fourth report, the principal one 
used by us in figuring our reciprocal rela- 
tions, is submitted quarterly and shows 
the total purchases and sales transactions 
with each particular company for the 
peri d indicated on the report. 

Our major district sales offices are sent 
copies of the direct reports described above. 
Besides this we send a notice [see Exhibit 
II] to the interested sales offices which en- 
ables them to capitalize on the transaction 
in any way they see fit. These notices cover 
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individual purchases of $500 and over. ex. 
cept in some special instances where we 
notify them on purchases involving lesser 
amounts, such notices being sent out a day 
or two after the order is written. = 

The recording of indirect transactions 
comes through many channels requiring 
constant contact with our own sales off- 
cials and executives as well as the repre- 
sentatives of the concerns with whom we 
are doing business. Copies of purchase 
orders are analyzed to determine whether 
the vendor in executing the order will buy 


EXHIBIT II 
BrapForp CoRPORATION 
Purchasing Department 
OE se cccaccemenbenneeene 





(District Sales Manager) 


During the week ending. we placed 

with above company the following orders 

Material and 
Remarks Value 


Ordered 
Date for 











Purchasing Agent 


By 


materials from other suppliers, and by 
means of correspondence we develop these 
data and take credit for the amount of the 
outside purchase charging the supplier the 
same as though it had been a direct pur- 
chase. Transactions involving $250 and 
over only are recorded unless something 
special is involved. From our Sales De- 
partment we receive reports showing sales 
made to customers through our jobbing 
connections. Discussions with our various 
officials as well as the officials of our cus- 
tomers and suppliers enable us to develop 
indirect data. 

All indirect is posted in what is known 
as our indirect ledger. This is merely 
single entry bookkeeping sheet and not a 
printed form. 

















f, €x- In preparing reports of our commercial 
yns we use a form [see Exhibit III] 
is submitted to the interested parties 
a day .nd which is used as a basis for making 
‘sions as to our reciprocal obligations. 

, [his report shows a total of our purchases 

liring nd sales both direct and indirect and in 
nal analysis incorporates a brief pic- 
the data that we have been securing 
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ties of the company were organized 
under three main departments: produc- 
tion, sales, and finance, each in charge 
of a vice president. Purchasing and 
engineering were both subdivisions 
of the production department. In 
the event of irreconcilable differences 
among production, sales, and trade 



























































a 
n we rough the other channels noted above. relations on matters of reciprocal con- 
ether EXHIBIT III 
b BrapFORD CORPORATION 
Purchasing Department 
Prepared by 
Date 
Showing Purchases and Sales with : none OF FOTIOG IGICAtON 
Total 
| Our | Our | | 
ace ven Our Sales | Ratio ¢ | Our Sales | Ratio; , | Our Sales | Ratio 
Purchases Purchases Purchases | 
| | 
: ae a ian | -_ Rae whe 
a manemetee, eames — ——— | —_ —— 4 mene 
: le 7 ee Se wee 
e. | | | 
2 ES CN ; mil | ak ORS ae 
Ba SSS et Ea see edibles | = —|— 
—— — — paves —_———_—_— a = 
a RAE Ri eae | PREM CEAARM Tee. 
Sa ek eae - ie Sees eae | 
|+—_——--——_} 
rae 6 a meee |__ L, 
, [he method pursued by various com- __ sideration, final authority rested with 
hese is 
rhe panies in handling reciprocal relations the president of the company. 
the f{ course varies widely. However, the After considerable study the assist- 
pur- practice adopted by the Windham ant to the president set up the follow- 
and Company is an interesting one. ing general policy with respect to 
ing reciprocity: 
De- Windham Company. In 1934 the 
ales president of the Windham Company (1) Whenever the Purchasing Officer 
ing wey Bs . jations with a possible supplier 
ping decided that a definite policy should Pens negotiations w1 h a po PI 
$ hI; . . . that is also a large customer and known to 
be established for handling reciprocity. alia ' , 
us A od . led tl be aggressive in reciprocal dealings, these 
Accordingly, WwW calle > ie 
le a “ ‘hdl eS ” negotiations must be reported immediately 
ER dese COPAECARERS RE SES OP to the Trade Relations Department, which 
-_ ndependent of both sales and purchas- will convey the information to all inter- 
7 a ng, and in charge of the assistant to ested sales department heads. 
ta the president, who was known as the (2) The Sales Department must not 
“trade relations manager.” The activi- state openly or by implication to any cus- 
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tomers that it will or can cause purchases 
to be made from such customers. 

(3) Purchases of those items which are 
acceptable to the Engineering Division are 
generally to be made at the lowest price 
obtainable. 

4) When the lowest bid is received from 
more than one supplier and both are satis- 
factory from the engineering viewpoint, the 
order is to be placed with the best customer 
either actual or potential. 

(5) This policy may not be changed 
without the approval of the President 
ifter all facts have been submitted to him 
in writing and agreed to by the depart- 


ments involved. 


The assistant to the president estab- 
lished the following procedure for 
handling additions to and replacements 
in existing plants, and the construction 
of new plants: 


(1) Before inviting equipment bids the 
Purchasing Division should submit to the 
Trade Relations Department a list of 
the required items together with the En- 
gineering Division’s recommendations as to 
suppliers. 

(2) The Sales Department should be 
permitted to inspect the list of recom- 
mended suppliers and indicate which firms, 
from the general sales point of view, should 
be invited to bid. The Sales Department 
should then designate which of these firms 
should be given special consideration be- 
cause of active reciprocal relations, it being 
understood that such consideration will be 
granted only when engineering and price 
requirements are satisfied. 

(3) The Purchasing Division should in- 
spect the suggestions of the Sales Depart- 
ment and add the names of any suppliers 
which the Purchasing Officer considers es- 
sential for price protection. 

(4) The list is to be returned to the 
Engineering Division for its review. Then 
requests for bids should be sent out to the 
approved suppliers. This list of suppliers 
should be no longer than is necessary to 


obtain the best bid. 
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(5) After the bids have been received 
the Engineering Division is to indicate its 
decision as to whose product would be the 
most satisfactory one from an operating 
standpoint, and the Sales Department will 
be permitted to make a recommendation 
from the reciprocity point of view, giving 
the reasons therefor. 

(a) If the Sales Department and the 
Engineering Division both select 
the lowest satisfactory bidder, no 
further approval is necessary. 

(b) If the Sales Department and the 
Engineering Division agree but do 
not select the lowest satisfactory 
bidder, it is necessary to obtain the 
approval of the Sales Department, 
Production Department, and Trade 
Relations Department. 

(c) If the recommendations of the Sales 
Department and the Engineering 
Division differ, it is necessary to ob- 
tain the approval of the Production 
Department and the Trade Relations 
Department. 

(6) All purchases of items required to be 
handled in accordance with this procedure, 
i.e., plant and equipment, will be given 
consideration by the Purchasing Division 
from a reciprocal standpoint without any 
commitment whatsoever to the vendor 

(7) All requests from customers for in- 
formation concerning company purchases 
must be referred to the Purchasing 
Division. 


Furthermore, good customers were 
given an opportunity to rebid, if their 
original bids were too high to be ap- 
proved even on a reciprocity basis. In 
any transaction which involved paying 
more money on a purchase because of 
reciprocal relations, the excess over 
the otherwise most acceptable bid was 
charged against the operating state- 
ment of the sales department. 

On purchases of a regular and con- 
tinuous nature, such as materials and 
supplies as distinguished from plant 
and equipment, no consideration was 
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siven to reciprocal problems prior to 
the receipt of bids from suppliers. 
Since such goods were purchased con- 
tinuously, the sales department passed 
long at any time during the year its 
ommendations as to suppliers that 
uld be invited to bid on the next 
yntract. Supplies and materials were 
urchased on specifications drawn up 
y the production department. When a 
urchase involved contacting suppliers 


EXHIBIT IV 
WinpHamM ComPANY 
General headquarters 
Date 
Purchasing division coor 
Trade relations department 
Sales department oe 
Production department el 





made out in 





Material required— 


Quantity 
When needed 
Where needed 


irks by purchasing division 
Reciprocal Relations 


; ear Co.Name Purchased by W.Co. Sales to Them 


Cost per Delivered Total 
mmended that this business be given to 
pecause 


; r ' | 

Will this cost the company more money 
How much 
What additional business will this 


rder obtain 


4 Approved by pro- 
ljuction department 





Sales Department 





Production Department 


Remarks 





Trade Relations Department 


who from experience were known to be 
of sales importance, all pertinent in- 
formation was entered on a form, as 
shown in Exhibit IV. The purchas- 
ing division furnished the information 
alled for on parts 1, 2, and 4 of the 
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form; the trade relations department, 
part 3; and the sales department, 
part 5. Unless the sales department 
wished to influence the awards, the 
purchasing officer placed the order on a 
price basis, and the form was not 
returned to the trade relations depart- 
ment until after the order had been 
placed. When the sales department 
recommended awarding the contract to 
a higher bidder than the one recom- 
mended by the purchasing officer, it 
was necessary to obtain the approval 
of the production and trade relations 
departments (on part 6 of the form) 
before the order was placed. The form 
was made out in duplicate, and after 
the transaction had been completed 
one copy was filed in the trade rela- 
tions department and the other in the 
purchasing division. 

A good many companies have set up 
similar departments within their or- 
ganizations, differing to a greater or 
less degree in detail, but all designed to 
deal with reciprocity as a real and 
distinct issue as well as to centralize 
its control. It is probably safe to say 
that there is a definite trend in this 
direction. Many purchasing officers 
doubtless regard this tendency as 
unfortunate, feeling that all purchases 
should be made solely on a basis of 
quality, service, and price, uninfluenced 
by any sales consideration. While 
this attitude is sound in the main, 
yet if management has decided to 
practice reciprocity, the policy should 
be carefully defined and decisions 
should be made by someone with 
broader perspective than is likely to 
be found in either the purchasing officer 
or the sales manager. Furthermore, an 
independent treatment of the issue 
would force it out into the open, where 
it can be better judged on its merits. 
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Public Implications 

One of the most interesting things 
about this whole problem is the ex- 
treme reticence with which many busi- 
ness men talk about reciprocity. Some 
deny that their companies practice it, 
even in the face of a common knowl- 
edge to the contrary. Others deny it 
publicly, but will occasionally admit in 
confidence that they do follow it, and 
even describe in considerable detail 
their method of handling the problem. 
Still others, although they state quite 
frankly that they have such a policy, 
refuse to discuss even the general or- 
ganization and procedure for handling 
the problem. 

Whereas it is quite understandable 
that firms should not want to give out 
information as to their actual sales to 
and purchases from customers, it is not 
so clear why there should be so much 
secrecy about what everyone knows is 
common practice. Perhaps such com- 
panies fear that to acknowledge the 
practice of reciprocity would serve only 
to promote its use, knowing that the 
more widely it is used the less anyone 
can profit from it. Perhaps it is because 
some companies are afraid that a com- 
petitor might find out something con- 
fidential about them—a fear that is 
usually quite groundless, because there 
are few facts indeed about any firm 
that every one of its competitors does 
not already know or could readily find 
out if it w6¥interested. 

Whatever the reasons, this attitude 
is a very short-sighted one. It may well 
be questioned whether any business 
practice is a healthy one when even its 
most unimportant details are generally 
shrouded in secrecy. One suspects, too, 


that some segments of the public are‘ 
beginning to wonder the same thing.‘ 


Thus in the first Session of the present 
Congress, Mr. Patman introduced a 


. 


Harvard Business Review 


bill containing a provision to the effect 
that it “‘shall be unlawful for any per- 


son to directly or indirectly make 
a sale or contract ... on the condi- 
tion that the vendor will in turn 


purchase from the vendee . 
commodities” and so forth. 

The bill was not passed, it is true. 
Perhaps the objective was unsound. 
Whatever the merits of the objective, jt 
is dubious whether the bill could have 
been enforced had it been passed. But. 
regardless of these considerations, one 
of the most certain ways to assure the 
passage of such legislation is for busi- 
ness to continue to treat reciprocity as 
though it were a practice of which it was 
ashamed. Sooner or later someone is 
going to demand a thorough-going Con- 
gressional investigation, and it is likely 
to cause considerable embarrassment 
to some company executives. 

If such action is undertaken, it wil! 
probably be at the instigation of those 
smaller companies which feel that rec- 
iprocity is forced upon them by the 
larger ones or that it offers the latter 
an undue advantage. Thus, “Reci- 
procity frequently eliminates equal 
competition and tends to concentrate 
business in the hands of large buyers.” 
Again, a sales manager comments: 
‘“‘Reciprocity favors large corporations 
as compared to the smaller firms.” A 
general manager writes: “‘We are com- 
pelled in a large number of instances to 
use this method as practically all large 
companies in our industry use it as a 
strong club to obtain business.” How 
far these statements reveal an actual 
condition, and how far the reasons are 
merely excuses, it is of course impossi- 
ble to determine. If it be true that the 
larger companies do use their tremen- 
dous buying power as a club to get 
orders, the smaller firms are obvious|) 
at a real disadvantage. For instance, 


. any 
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when a large company inserts the fol- 
wing clause in its purchase order, the 
‘ect upon the small competitor 1s 
ar: “(This order is placed] with the 
ther understanding that within a 
vear’s time your Company will place 
-ders with us for carbon steel forgings 
thin our capacity, at market prices 
evailing at the time of placing such 
rders, to an amount not less than the 
al price.” 
On the other hand, it is not only the 
smaller companies which feel that the 
tice has been forced upon them. A 
vice president of one of the largest com- 
panies in the country writes: “Frankly 
we have been forced to use reciprocity 
jue to the pressure that has been placed 


uu 


pon reciprocal purchases by some 
of our competitors.” Another writes: 
“Our use of reciprocity is restricted to 
our contacts with railroads, steamships, 
and oil companies. Our competitors use 
the argument of reciprocity with these 
classes of trade, so we, being the larg- 
est in our field, had to resort to the 
same selling argument as a means of 
elf-protection.” 

And in the same vein a president 
writes: ‘We are not at all in favor of 
reciprocity as a sales policy and kept 
absolutely away from it until two years 
ago and were then forced to it by the 
fact that many companies were using 
it so extensively and in many cases with 
very little tact. I refer particularly to 
the heavy industries. We were exposed 
to it and we retaliated.” Quyite aside 
irom whether reciprocity is fair or 
unfair as a commercial practice, or 
whether it is the large company or the 
small one that is responsible for ft, 
there is a widespread feeling that it is 
definitely a part of modern business. 
A vice president says: “Personally I 
onsider the use of reciprocity as a sales 

licy basically wrong it is being 


carried out by business to the point 
where it has become vicious. [But] the 
practice is so prevalent that one must 
pursue the policy wherever possible in 
an endeavor to continue business exist- 
ence.”’ The sales promotion manager of 
a large manufacturing company sums 
it all up: “You ask us whether or not 
we favor the use of reciprocity as a sales 
policy. Whether or not we favor it is, 
we believe, beside the question. Recip- 
rocal buying is with us, we think it 
will be with us to stay, and we natur- 
ally want to make the best of it.”’ 

A final comment may be in order. If 

this policy is pursued as generally as 
it appears to be and if it is increasing 
in use as a sales promotional device, 
then the abuses connected with it are 
more likely to increase than to dimin- 
ish, at least for some time to come. 
Those who in any given line were the 
first to use this method to obtain sales 
have undoubtedly gained much by it. 
-Fissentially, however, reciprocity adds 
nothing to the total volume of business 
transacted; it merely influences the 
division of that volume among those 
who compete for it. Hence a sales policy 
originally used merely to express ap- 
preciation and later to request equal 
consideration now tends to be used 
to demand orders—a demand often 
backed by an outright threat. 

In fields where this sityation exists, 
there are two classes of firms which 
may gain through the continued use of 
reciprocity. One is the larger companies 
with their obviously greater influence 
with sellers. The other consists of those 
firms which through superior organiza- 
tion, better records, and a keener sense 
of sales strategy, use the weapon more 
effectively than those firms which are 
less tactful and less cognizant of when 
and how far to use reciprocal relations 
as a basis for obtaining sales. 








THE RECOVERY OF WORLD FOREIGN TRADE 
BY HUGH B. KILLOUGH 


OTH world foreign trade and 
world industrial activity have 
been expanding since the low 

point of the depression. ‘These improve- 
ments in business activity have been 
due, at least in part, to easy money 
policies in many countries. Not only 
have currencies been divorced from 
gold or devalued, as the case may be, 
but huge public works and armament 
programs have been launched. Devalu- 
ation of currencies or their divorcement 
from gold has created reservoirs of 
potential credit; public works and 
armaments have contributed to an 
increase in the velocity of circulation 
of money and credit. In response to 
easy money policies, national price 
levels have ceased to fall and begun to 
rise, industrial activity has experienced 
a revival, and world trade has increased. 

By the second quarter of 1937, world 
trade was in quantity back approxi- 
mately of the 1929 level. Judging from 
the first, second, and third quarter 
figures, the quantity of world trade for 
the whole of 1937 will be only 3% or 
4% below the 1929 level. The rise in 
quantity has been quite marked, per- 
haps more marked than is generally 
recognized at the present time. A pos- 
sible reason lies in the fact that we 
customarily think of foreign trade in 
terms of values, and the increase in such 
terms has been very small if we use the 
customary gold basis to measure it. The 
offsetting factor has, of course, been 
the increase in the value of gold in terms 
of goods, reflecting the devaluations 
which have taken place throughout the 


world. 
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Depression, 1929-1934 


The data given above nevertheless 
show that the quantity of the goods 
handled in world trade is now ap- 
proaching that of the decade of the 
1920’s. This decade was a period of ac- 
tivity under comparatively mild trade 
restrictions; investors in foreign enter- 
prises were optimistic and international 
credits were extended freely. 

The precipitous decline in foreign 
trade which followed is clearly shown in 
Table I. Between 1929 and 1934 the 
value of world trade declined about 
66%. This was a period of world-wide 
industrial depression. There was a dry 
ing up of long-term foreign invest- 
ments, an accumulation of short-term 
funds in blocked foreign accounts, a 
complete breakdown of the interna- 
tional gold standard, and a mushroom 
growth of trade restrictive systems. 

Great Britain strengthened her sys- 
tem of import tariffs which had come 
into being during the war years and the 
1920’s. France introduced a compli- 
cated system of import quotas. Ger- 
many placed her foreign exchanges 
under a system of government control 
that permitted rationing of the coun- 
try’s available foreign exchange by 
types of imports and by countries. Dur- 
ing the years 1932, 1933, and 1934 the 
accumulation of legislation calculated 
to make a number of the great indus- 
trial and commercial nations of the 
world less dependent upon foreign 
goods was of a character to suggest that 
a substantial rise in the volume ot 
world trade was unlikely. However, this 
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-ded facts for years since 1934 clearly 
snow. 
Revival in World Foreign Trade 
ince 1934 
In Chart I are three indexes of the 
rse of world foreign trade since 
1929: a quantity index, a sterling index, 
| dollar index.! The quantity index 
ached a low point in 1932, the sterling 
dex reached a low point in 1933, and 
e dollar index reached a low point 
1934. Since 1934 all of the indexes 
been rising, in spite of the fact 
nationalist sentiment and foreign 
rade restrictions have persisted. 
\ statistical comparison of the 
ints of improvement in world in- 
lustrial activity and in world foreign 
trade during recent years is shown in 
Chart I]. This chart indicates that the 
ent revival in world foreign trade 


TABLE I 
Votume, Price InpEx, AND PuysIcaL 
Wortp ForeiGn TRADE, 1929-1936 


Dollar Volume 


f World Trade 
Price Physical 
Millions of Indexin Volume of 
Old U.S Per Term World Foreign 
Dollars* Cent of Gold Tradet 
68 ,622 1CcO.0 100.0 100 
55,555 81.0 87.0 93 
I 39, 704 57-9 67.5 86 
2 26,857 39.1 §2.5 74 
$,175 35.2 46.5 76 
134 23,288 =o “43.0 79 
23,781 34.7 42.5 82 
25,621 37.3 43.5 86 


y price index times 100 
League of Nations, Revtew of World Trade, 
) and 10; 1936, p. 10. 
has been somewhat less than the con- 
urrent revival in mining and manu- 
facturing production. Between 1932 


and 1936 the physical volume of world 


l'rade statistics of 164 countries are included in the 
ndexes. 


ihe increase of world production of mining and 








foreign trade increased 16%, whereas 
world production of mining and man- 
ufacturing industries (U.S.S.R.  ex- 
cluded) increased 52%.? The systems 
of excessive trade restrictions that be- 
came effective during the depression 
years appear to have prevented a for- 
eign trade revival equal in magnitude 
to the revival in domestic industrial 
activity in the principal commercial 
nations. Nevertheless, some kinds of 
goods have moved into international 
trade in increasing amounts. What 
kinds of goods, and why these particular 
goods? These are questions with which 
the present article is concerned. 


Changes Attributable to Industrial Re- 
cession and Revival 


A classification of foreign trade by 
three merchandise groups is given in 
Table II. Foreign trade statistics for 
the United States, the United King- 
dom, Germany, and France are in- 
cluded in the compilation. The foreign 

TABLE I] 
CLASSIFICATION OF THE FOREIGN TRADE OF Four 
Countries 1nTO THREE MERCHANDISE Groups 
FOR THE YEARS 1929, 1932, AND 1936 


(Percentages of total foreign trade of the four 
countries) 


Materials Manu- 
Food-  RaworPartly factured 
Years stuffs Manufactured Articles Totals 
1929 24.5 36.0 39.5 100 
1932 29.0 33.0 38.0 100 
1936 24.0 38.0 38.0 100 


Source: League of Nations, Review ‘of World Trade, 
1936, p. 15. The four countries are the United States, 
the United Kingdom, Germany, and France. The 
foreign trade of these countries constituted approxi- 
mately 44% of the foreign trade of all countries in 
1930. 

trade of these four countries constitutes 
more than 40% of the total foreign trade 
of all countries, and is believed to be 
reasonably representative of the whole. 
manufacturing industries (U.S.S.R included) was 61% 


League of Nations, Statistical Yearbook, 1937, p. 163, 
and Review of World Trade, 1935, p. 10; 1936, p. 10. 
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The data in Table II indicate that 
foreign trade in raw and partly manu- 
factured materials suffered between 
1929 and 1932 more than foreign trade 
in foodstuffs and finished manufac- 
tures. Conversely, foreign trade in raw 
and partly manufactured materials 
expanded faster, after 1932, than trade 
in other kinds of goods. ‘These diver- 


Harvard Business Review 





stituted a little less proportion of the 
whole in 1936 than it had in 1929, and 
trade in raw and partly fabricated 
materials was a somewhat larger pro- 
portion of the whole. Whether these 
differences were due to rapid cyclical] 
expansion or to a tendency toward 
manufacturing self-sufficiency in coun- 
tries inadequately supplied with fab- 
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gencies are partly accounted for by 
customary differences in susceptibility 
of various types of industry to business 
cycle influences. Industries that pro- 
duce raw materials and fabricating 
goods tend to suffer more in the reces- 
sion phase of an industrial cycle and 
to expand faster in the expansion phase 
than is the case with consumers’ goods 
industries. 

As business revival proceeded after 
1932, the character of world commerce 
changed. By 1936 the composition of 
world foreign trade was not very dif- 
ferent from what it had been in 1929. 
However, trade in manufactures con- 


ricating materials, it is difficult t 
know. In any event, the composition 
of world foreign trade in 1936 was not 
very different from what it had been 
in 1929 and, incidentally, not very 
different from its composition in 1913 
In Great Britain in 1913, for example, 
75% of the merchandise imports were 
foodstuffs and raw materials and about 
80% of the exports were manufactures. 
In 1936, Great Britain’s import trade 
was made up of foodstuffs and raw 
materials and her export trade con- 
sisted of manufactures in almost ex 
actly the 1913 proportions. Likewise, in 
other leading industrial and commer 
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ntries, changes in the composi- 1929, and 1936 is not surprising. The 
reign trade as indicated by foreign trade of but a few countries 
nerchandise classifications have constitutes the greater part of world 
een extreme since 1913. More foreign trade, and the industrial struc- 
appears to have occurred in tures of these countries are not subject 
sition of German trade than to revolutionary modification in a short 
of other countries. However, interval of time. In the aggregate, 
n Germany, the changes are not _ the foreign trade of twelve countries 
tionary.* Germany’s imports are amounts to about two-thirds of the 
CHART II 
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ta: League of Nations, Statistical Yearbook, 1937, p. 163. Review of World Trade, 1935, p. 10; 1936, 
edominantly raw materials and food- _total of world foreign trade. These 
: , her exports are primarily manu- __ twelve countries with their percentages 
tures; so it is and so it has been for _ of world foreign trade in 1929 and 1936 
everal decades. are listed in Table III. 
Stability in the C o From a point of view of their indus- 
Néa nN [OT « tal Ul y 7 3 a€ OS : 
WV id Fe uly — rm position trial structures, all except three of the 
orld f oré1g27 TL ? . . rr 
. ra +o twelve countries in Table III may be 
(he apparent stability in the general __ classified in one of two distinct groups. 
haracter of world foreign trade in One group is made up of densely popu- 
of active business such as 1913, lated countries which have extensive 
t that Germany lost a large part of under the provisions of Versailles and must now im 
irces to France and Czechoslovakia port iron ore. 
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manufacturing systems and which must 
import raw materials and foodstuffs. In 
the other group are sparsely populated 
countries with relatively less manu- 
facturing and with surpluses of raw 
materials and foodstuffs for export. In 
the first category are the United King- 
dom, Germany, France, Japan, and 
Belgium. All are highly industrialized 
nations. Types of manufacturing in 
these countries are adapted to local 
conditions. Germany, for example, is 
tooled to produce steel goods and is 


TABLE Ill 
Wortp Foreicn TrapE By COUNTRIES 
Per Cent of World Foreign 
Trade in Terms of Old 
U. S. Dollars* 

Country 7929 1930 
United Kingdom 13.6 14.5 
United States 14.4 11.5 
Germany 9.8 8.6 
France 6.5 5.8 
Canada 3.8 at 
Japan 3 3.7 
Selgium 2.9 2.4 
India .. 2 ay 
Netherlands 2.9 3.7 
Union of South Africa 3 2.4 
Australia 2.¢ a2 
Argentina 2.6 es 
Total 12 countries 66 62.3 

* 23.22 grains fine gold 


Source: League of Nations, Review of World Trade, 
1936, p. 24. 
supplied with great quantities of coal 
for use in fueling iron furnaces. Her 
exports are heavily weighted with iron 
and steel goods. Japan has cheap labor 
and little else to sell in the world’s 
markets. Consequently, her exports 
run to raw silk and light manufactures 
that embody large quantities of cheap 
labor. Likewise the industrial struc- 
tures and foreign trade of Belgium, 
France, and the United Kingdom are 
conditioned by local circumstances that 
change very slowly as the years go by. 
In the second category are sparsely 
populated countries that export grain, 


Harvard Business Review 


meat, wool, and other foodstuffs ang 
fabricating materials. The countries jp 
question are Canada, Union of South 
Africa, Australia, and Argentina. The 
foreign trade among the countries jp 
these two groups is not a one-way 
movement of manufactures from indus- 
trialized countries to unindustrialized 
countries and a one-way movement of 
crude commodities in the reverse direc- 
tion. Both the industrialized countries 
and the unindustrialized countries trade 
among themselves in manufactures and 
raw materials. Great Britain and Ger- 
many, for example, export coal; France 
exports iron ore; and there is a con- 
stant exchange of manufactures among 
the highly industrialized countries. 
Likewise there is an exchange of ray 
materials and manufactures among th« 
less industrialized countries. Australia 
and Argentina import tin, copper, and 
wood. Canada imports raw _ wool, 
and all of the countries import petro- 
leum, sugar, and various other crude 
commodities. However, the industria! 
structure of no one of these countries 
can change quickly. 

Three other countries listed in ‘Table 
I1I—the United States, India, and the 
Netherlands—were classified neither as 
predominantly manufacturing coun- 
tries nor as predominantly raw material 
exporting countries. The United States 
has a large export trade in both raw 
materials and manufactures and is a 
large importer of certain types of food- 
stuffs, fabricating materials, and manv- 
factures. The Netherlands, the most 
densely populated country in the world, 
has little mineral and fuel resources. 
She exports light manufactures and 
intensive agricultural goods, such as 
fresh vegetables, bulbs, dairy and poul- 
try products, etc. India is densel} 
populated and backward industrially. 
The industrial structures of all the 
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e countries are sufficiently differ- 
ent to encourage international trade 
sufficiently inflexible to prevent 
lutionary structural changes in the 


twe.\ 


pan of years. 
Cyclical changes in the volume and 


e of world foreign trade occur more 
less continuously. These changes 
end to be cumulative and hence are 
nspicuous when the trade statistics 
many countries are thrown into 
veneral averages. ‘The minor, non- 
clical changes which occur from time 
time in the various countries may, 
however, be obscured as a result of 
ffsetting tendencies in the data for 
ifferent countries. Consequently one 
ist get down to particular cases 
particular lines of goods and 
urticular countries) in order to dis- 
ver and evaluate correctly variations 
world foreign trade other than those 
aused by customary business cycle 


pnenomena. 


Voncyclical Characteristics of the Revival 


Che foreign trade of Germany has 
ndergone more noncyclical change 
ring recent years than that of other 
arge nations. The value of Germany’s 
reign trade declined from approxi- 
mately $6,500,000,000 in 1929 to 
$2,500,000,000 in 1932 and about 
$2,100,000,000 in 1936. In short, the 
lue of Germany’s foreign trade was 
sin 1936 than it had been at the low 

of the depression. Furthermore, 
physical volume of Germany’s 
reign trade in 1936 was only about 
ne-third of what it had been in 1913. 
Germany’s self-sufficiency program has 
icceeded in reducing her foreign trade 
in many types of goods and in convert- 
ing an import balance of trade into an 
export balance. In 1928 Germany’s 
merchandise imports exceeded her ex- 





ports by about 2,000,000,000 marks. In 
1932 her exports amounted to about 
1,000,000,000 marks more than her 
imports. Since 1932 the value of Ger- 
many’s exports has exceeded the value 
of her imports every year except one 
(1934). The active trade balance has 
been achieved more by reducing im- 
ports than by increasing exports. Ger- 
many’s imports of grain, lard, meat, 
cotton, and wool, for example, have 
declined substantially during recent 
years. The most conspicuous items on 
the export side of Germany’s foreign 
trade account are machinery and other 
iron and steel goods. Exports of these 
lines have declined less than other 
staple exports. Imports of iron ore and 
scrap iron have increased. ‘These devel- 
opments in Germany’s foreign trade 
are logical results of her attempt to 
achieve greater self-sufficiency and 
thus to avoid borrowings abroad and 
the consequent payment of service 
charges on foreign debts. Germany’s 
trade with highly industrialized cred- 
itor nations such as the United States, 
the United Kingdom, and France has 
declined. Her trade with less indus- 
trialized countries of southeastern Eu- 
rope,* Asia, and Latin America has 
become an increasing proportion of her 
total foreign trade. The less indus- 
trialized countries have been in position 
to exchange foodstuffs and _fabri- 
cating materials for German iron and 
steel manufactures on a barter basis. 

Significant tendencies are also evi- 
dent in the international trade of 
Japan. Japanese exports of textile 
manufactures have been expanding at 
a rate which is alarming to British 
textile and other interests. Between 
1932 and 1936 exports of British cotton 
manufactures failed to gain. During the 
4 Bulgaria, Greece, Hungary, Roumania, Turkey, 
Yugoslavia. 











320 


same period exports of Japanese cotton 
manufactures increased 35% to 40%. 
In the case of manufactures, 
British exports have risen less than 
50% 1932, whereas Japanese 
exports of wool manufactures have 
increased several hundred per cent. 
The most significant developments on 
the import side of Japan’s foreign trade 
account have been a substantial increase 
in imports of iron and steel goods, coal, 
crude petroleum, wood pulp, copper, 
aluminum, and chemicals such as 
ammonium sulphate and potash. The 
greater part of Japanese imports of iron 
and steel goods is not in the form of 
machinery and tools as one might 
expect. Japan is importing iron ore, 
scrap iron, and semiprocessed steel for 
further fabrication, and is developing 
large metallurgical manufacturing in- 
dustries. Japanese labor is not emi- 
grating to manufacturing centers and 
sparsely settled agricultural areas in 
foreign countries. Instead, fuels and 
fabricating materials are moving to 
Japan, and manufacturing industries 
are developing at the source of supply 
of cheap Japanese labor. The Japanese 
have been obtaining foreign exchange 
for the purchase of raw materials and 
fuels through the exportation of in- 
creasing quantities of light manufac- 
tures—particularly textiles—and by 
depletion of gold reserves accumulated 
during the war and early postwar years. 

Italy’s circumstances are similar to 
those of Japan, in the sense that 
both countries have dense populations 
and both are inadequately supplied 
with natural resources. The most con- 
spicuous items in Italy’s foreign trade 
during recent years are base metals and 
foodstuffs. Since 1932 imports of fabri- 
cating iron and steel goods, copper, tin, 
and nickel have increased; imports of 
foodstuffs have declined. 
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Next to Germany and Japan, the 
U.S.S.R. is the country in which the 
character of foreign trade has under. 
gone the most significant modifications 
during recent years. From 1925 or 
1926 to 1931 or 1932, the U.S.S.R.’s 
imports of heavy machinery, struc- 
tural steel goods, and other types of 
capital equipment were on the increase. 
Since 1932, U.S.S.R. imports of these 
lines have declined substantially. Some 
students of Russian industry interpret 
the change as being a result of Russia’s 
increasing ability to supply her own 
capital equipment needs; others attrib- 
ute the decline in Russian imports of 
capital equipment to recent develop- 
ments in the U.S.S.R. not altogether 
different from an industrial depression 
in capitalist countries. 

Like the foreign trade of Germany, 
Japan, and the U.S.S.R., that of Great 
Britain, France, the United States, 
and various other countries has under- 
gone more or less change during recent 
years, but it is next to impossible to 
distinguish between cyclical changes 
and noncyclical changes. In general, 
foreign trade in capital goods has 
increased in these countries more than 
foreign trade in other goods since 1932. 
Conspicuous among the types of goods 
that have contributed to the increase 
in foreign trade of these countries are 
the following: iron ore, copper, lead, 
tin, petroleum and its products, wood 
and timber, hides and skins, crude 
rubber, fabricating iron and steel goods, 
and motor cars. Foreign trade in 
machinery and tools has increased less 
than foreign trade in crude and semi- 
fabricated materials and motor cars. 
Inasmuch as capital goods industries 
customarily suffer more than other 
industries during the recession phase 
of a business cycle and expand faster 
than other industries during the ex- 
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nsion phase of the cycle, the expan- 
{ foreign trade in capital goods 
ce 1932 is not an extraordinary 
velopment. Furthermore, since for- 
en trade in crude and semifabricated 
~aterials declined more between 1929 
ad 1932 than foreign trade in ma- 
hinery and other metal manufactures, 
‘; not extraordinary that foreign 
-rade in the ores, base metals, and other 
rude materials has increased more 
than foreign trade in manufactured 
capital goods since 1932. 

Some ‘evidence is available to sug- 
vest that Great Britain’s imports of 
foodstuffs and raw materials are increas- 
ingly dependent upon overseas invest- 
ment income, and that neither exports 
nor imports of British manufactures 
are likely to be maintained at the old 
volume. Other data suggest that the 
United States is losing her relative 
osition in the world’s markets for 
wheat and pork products, whereas this 
‘ountry’s export strength in mass 
production manufactures, such as auto- 
mobiles and business machines, is in- 
reasing. However, long-run tendencies 
f this character move so slowly, and 
are so inextricably confused with busi- 
ness cycle phenomena, that one hesi- 
tates to draw positive conclusions from 
the mild trends which the available 
data suggest. 

Finally, the volume of capital ex- 
ports has an important bearing upon 
both the quantity and the character of 
exports from highly industrialized coun- 
tries and the quantity and the charac- 
ter of imports of countries that are 
indersupplied with capital equipment. 
In the 1920’s, for example, when 
United States citizens were investing 
arge sums in foreign enterprises, ma- 
hinery constituted about 20% of this 

untry’s total exports. In 1936 ma- 
hinery accounted for only 14% of the 
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value of this country’s exports, in spite 
of a substantial increase over the 
depression figures.® If world industrial 
conditions continue to improve and if 
political conditions abroad become 
more stable, long-term foreign invest- 
ments may again become attractive. 
In this event machinery exports may 
be expected to increase in relation to 
exports of other types of goods. 


Conclusions 


The value and physical volume of 
world foreign trade have increased 
substantially since the low point of the 
depression, but they are still below 
their 1929 levels. In general, foreign 
trade in raw and semifabricated mate- 
rials has increased more than foreign 
trade in foodstuffs and manufactured 
consumers’ goods. Among the lines of 
goods which have contributed most to 
the increase in world foreign trade 
since the low point of the depression 
are metallic ores, base metals, crude 
rubber, petroleum and its products, 
wood and timber, fabricating iron and 
steel goods, motor cars and other 
vehicles including ships, and munitions. 

The world output of mines and fac- 
tories has increased substantially more 
since 1932 than world foreign trade. 
The increase in world output of mines 
and factories, on the one hand, and, 
on the other hand, the increase in world 
foreign trade in crude and semifabri- 
cated materials, motor vehicles, and 
munitions, are aspects of business re- 
vival in the industries represented. 

A revival in the minerals industries 
and in rubber, petroleum, and wood 
production, large in proportion to re- 
vival in other industries, is to be ex- 
pected in the expansion phase of a 
5 Between 1935 and 1936 machinery exports accounted 


for 40% of the entire increase in the export trade of 
the United States. 
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business cycle. The same conclusion 
applies in lesser degree to such manu- 
facturing activities as motor vehicle 
production. Increased production of 
weapons and ammunition is not neces- 
sarily a business cycle phenomenon. 
However, foreign trade in these lines 
is a small proportion of world foreign 
trade® and the increase since 1932 has 
been substantially less than the increase 
in foreign trade in crude and semi- 
fabricated materials. In view of these 
facts, and of results reached in the 


*Less than 1%. 
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several types of analysis presented jp 
preceding sections of this article, ty, 
general conclusions suggest themselves. 

First, excessive trade restrictions 
have prevented world foreign trade 
from reviving since 1932 by an amount 
in keeping with the revival in genera 
business activity in the principal com- 
mercial countries of the world. Second, 
such revival in world foreign trade as 
has occurred is a function of the genera! 
revival in industrial activity to which 
an economy of military preparedness in 
many nations is contributing. 
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HE eastern empire of Holland 
on September 12, 1937, entered 
its fifth year of directed eco- 
nomic development. The Dutch, with 
their deep-rooted love of freedom and 
suspicion of dictated action and tradi- 
tional devotion to a free trade policy, 
vielded reluctantly to the inescapable 
necessity of the moment. The experi- 
ence of the last four years has amply 
istified the change in policy. In fact, 
the island group has become the stage 
what is probably the most successful 
ttempt to control intelligently the 
economic development of a country. 
Most definitely, it is the stage of a 
nique system of control. 
[he system of directing economic 
elopment is based not so much upon 
ntrol from above as upon the creating 
f opportunities for industrial and com- 
tive effort. Until recently it had 
re or less tacitly assumed that 
‘ss the world over lay clearly in a 
ind imitation of the industrial pattern 
h is characteristic of the western 
In Japan, Latin America, 
| elsewhere this foreign pattern was 
iperimposed, ready-made, upon a 
structure unprepared for the 





tries. 
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change. The destruction of the old 
istoms and the substitution of an 
inbalanced economy for a_ stable, 


self-sufficient economic life in many in- 
has had disastrous conse- 
quences. The disturbing events of the 
last few years have led the western 
countries to reexamine critically the 
and economic effects of un- 
lirected industrial growth. It is inter- 
therefore, to witness in the 
ific Islands an experiment in eco- 
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social 
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THE NEW ECONOMIC POLICY OF THE DUTCH EAST 
INDIES 


BY J. ANTON DE HAAS 


nomic policy which has as its aim the 
preservation and the reestablishment, 
so far as possible, of the social and 
economic structure of a relatively 
primitive society, while at the same 
time accepting in a measure the bene- 
fits of western invention. Although the 
methods used and the conditions to be 
met differ in important respects from 
those existing in other countries, the 
problems confronting the Dutch East 
Indies after 1929 were not dissimilar 
to those of industrially more advanced 
nations. They related, as in other 
countries, to industrial production, un- 
employment, finance, and foreign trade. 

In times of prosperity the evils of 
maladjustment are always less appar- 
ent. It was, therefore, not until the 
Dutch East Indies experienced the 
devastating effects of the great depres- 
sion that a change in economic policy 
was considered necessary. Prior to 
1929, the Indies had on the whole 
enjoyed great prosperity. Under the 
open-door policy of the government 
much capital had found profitable 
employment in the development of the 
natural resources of the islands. More 
than $21,000,000 of American capital 
was invested in the Sumatra rubber 
plantations. In general, about one- 
third of all enterprises producing agri- 
cultural products for export are foreign 
owned. 


The Dutch East 


ground 


Indies—The Back- 


Although situated under the equator, 
the climate of the Dutch East Indies is 
not excessively hot. ‘The soil is fertile 
even in the mountain regions, so that 
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it is possible to produce a wide range of 
products of the tropical, subtropical, 
and even temperate zones. Sugar, tea, 
coffee, peanuts, 
copra, palm oil, rubber, gutta percha, 
soya, rice, and a large number of spices 
are produced in great abundance. Of the 
total world exports of important trop- 
ical products the Dutch East Indies in 


tobacco, tapioca , 
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fl. 150,000,000 ($78,000,000) and fl. 33. 
500,000 ($17,420,000). =i 
Strategically, the islands are of great 
importance since they not only form a 
stepping stone between the Britis} 
possessions in the Straits Settlement; 
and the Australian Commonwealth, 
but they are the only important source 
of petroleum in the entire Far East. 


EXHIBIT I 


Tue Area or THE Dutcu East [Np1es Comparep witH THAT OF THE UNITED STATES oF AMERICA 
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Source: Centraal Kantoor voor de Statistich, Batavia. 


1928 supplied the following percent- 
quinine, 93%; kapok, 79%; 
pepper, 70%; rubber, 35%; copra, 
30%; tea, 17%; sugar, 12%; coffee, 
8%; and palm oil, 5%. The total value 
of exports of that year was fl. 1,589,- 
goo,000 ($826,748,000), while total im- 
ports amounted to fl. 1,030,200,000 
($535,704,000). The value of the ex- 
ports was greatly increased by the 
exports of petroleum and of tin which 
that year amounted respectively to 


ages: 


It would be impossible for Hol- 
land to build an army and _ navy 
adequate to protect the islands. They 
cover a territory sixty times as larg 
as the mother country. The coastlin 
is longer than the coastline of a! 
Europe, and the total population is ten 
times as large as that of Holland whict 
has about as many inhabitants as 
New York City. The government of th 
Indies has recently made lavish ex- 
penditures to enlarge its defense forces, 
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byt no secret is made of the govern- 
ment’s belief that ultimate security will 
-est rather with the fact that so far as 
Great Britain and the United States 
are concerned, occupancy of the islands 
by a small neutral power like Holland 
to their strategic and economic 
advantage. 

Foreign investments have therefore 
been encouraged. Excellent manage- 
ment, scientific training of plantation 
managers, and an intelligent, indus- 
trious population accustomed to low 
wages, have combined with what is 
undoubtedly the most efficient colonial 
agricultural research service to make 
the colony a low-cost producer in 
practically every field of agriculture. 

Improved sanitary conditions and a 
plentiful opportunity for employment 
were factors in bringing about a rapid 
growth in population. Java and Ma- 
dura, where the larger part of the 
population is concentrated, have a net 
annual increase of 9g per 1,000. The 
population on these islands during the 
period 1860-1930 increased from 12,- 
514,000 to 40,891,000. It is estimated 
that by 1940 the population in Java 
and Madura will reach 47,456,000. 
his will bring the total for the Dutch 
Kast Indies probably above 70,000,000. 

(he rapid growth in population on 
Java and Madura did not create a 
pressing problem as long as opportuni- 
ties for work were open in the less 
densely settled parts of the archipelago. 
In fact, in 1920 more than 500,000 
Javanese found employment on Suma- 
tra alone. The “‘outer possessions”’ are 
as yet undeveloped, but Borneo with 
206,000 square miles of virgin forest 
and rich bottom lands offers great 


possibilities for future expansion. 
lhe same is true of New Guinea 
ind, to a lesser degree, of the smaller 


Increased Dependence on World Trade 


The policy of the Dutch East 
Indian government so far as the 
political organization is concerned 
had been to keep the “dessa,” or 
village, undisturbed, but no attempt 
had been made to prevent the economic 
disintegration of the old native society. 
The gradual harnessing of agriculture 
and mining to the needs of west- 
ern machine civilization created a new 
and growing dependence upon foreign 
markets. 

Along with this growing dependence 
came a gradual decline of the native 
home industry. Indian products were 
exported and the proceeds were em- 
ployed, after deducting interest, divi- 
dends, and capital charges, to purchase 
western products which took the place 
of those at one time produced by the 
village community. The natives, both 
men and women, dress almost entirely 
in cotton. The principal item of cloth- 
ing is the sarong which reaches from 
the waist to the ankles. Elaborate 
patterns are dyed into the cloth by 
covering the entire sarong on both 
sides with wax except in those places 
where the dye is intended to reach the 
cloth. A sarong with three or four 
colors requires weeks of hand work in 
the making. At one time these sarongs 
were exclusively the product of home 
industry. With the influx of printed 
imitations produced in large plants in 
Holland, the native industry declined. 
Only in a few places like the semi- 
independent sultanates, Solo and 
Djokja, could the industry maintain 
itself, and there largely by virtue of the 
greater hold which tradition had upon 
the people. 

The supplanting of the old industry 
by western importations was not limited 
to the textile industry; agricultural 
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machines and household utensils were 
also increasingly supplied by outside 
sources. The natives who were given 
an opportunity to secure technical 
training were educated to fit into the 
western pattern. Increasingly, they 
found employment more in the serv- 
icing and repairing of western equip- 
ment than in independent production. 
Some industrialization through the in- 
vestment of European capital took 
place, but this was largely limited to 
industry of a “‘service”’ character: 
repair shops, dry dock equipment, and 
automotive service installations. 

Because of the similarity of produc- 
tion, trade with other Asiatic countries 
developed more slowly. In 1927, 62% 
of all imports came from the western 
world, of which 47% came from 
Europe; of the exports, 52% went to 
the western world, of which 36% went 
to Europe. The economic life of the 
Indies had thus become intimately 
related to the economic life of Europe. 
Any disturbance in the western Euro- 
pean world inevitably affects adversely 
the life of the Indies. 


The Effect of the Depression 

The sudden decline in the prices of 
raw materials which accompanied and 
in a measure caused the economic 
collapse of 1929 was, therefore, felt in 
its full severity in the Indies. Export 
values shrunk disastrously. The value 
of rubber exports dropped from 
Hl. 83,500,000 in 1929 to fl. 16,300,000 
in 1931, while the value of the exports 
of the most important crop, sugar, 
dropped from fl. 575,800,000 in 1928 to 
fl. 36,000,000 in 1935. 

The effect of the depression was two- 
fold: Externally, it robbed the colony 
in a few years of the funds with which 
to pay its foreign obligations and to pay 
for the imports upon which it had 


begun to depend. Internally, the effec 
was an alarming increase in unemploy- 
ment, accompanied by a sharp decline 
in the purchasing power of those 
employed. Of the 180 sugar plants jp 
operation on Java in 1929, only 4o 
were still operating in 1935. All indus. 
tries were similarly affected. 

The tendency toward limitation of 
output was stabilized by the various 
international restrictive agreements in 
which the East Indian industries coop- 
erated. These agreements apparently 
dispersed the hope that the Indies 
might yet regain their former position 
by virtue of a lower cost of production 
The closing down of enterprises 
Sumatra and other islands resulted in 
the return of large numbers of workers 
to their homes in Java. The annual 
outflow of some 80,000 workers stopped 
entirely. 

It was then that the wisdom of keep- 
ing the ancient village community 
intact was demonstrated. The govern 
ment has made no provision for the 
care of the unemployed except t 
establish labor exchanges and to give 
subsidies to privately organized relie! 
agencies. Although economic condi- 
tions in the dessa were adversely 
affected, the majority of the unem- 
ployed were taken care of by their own 
dessas. In recent years the government 
has attempted to relieve the situation 
by the establishing of agricultural 
colonies in the outer possessions. Bor- 
neo, Sumatra, and New Guinea can in 
the future support far larger popula- 
tions than they do today. But forests 
must be cleared; ports, highways, and 
drainage systems must be built. All 
this takes time and large sums of 
money, as well as expert direction. The 
total number of colonists now settled 
with government aid in the outer 
possessions is more than 80,000. With 
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an annual increase in the native popula- 

approximately 600,000, the 
rate of emigration does not 

EXHIBIT II 
raGE oF Totat Imports oF THE DutcH 
East INDIES, 1934-1936 

ng government goods but excluding gold, 

lver, and parcel post shipments) 


n 





Country of Origin 1934 1935 19306 

Netherlands 13.26 13.37 16.73 

sritain and Ireland 8.24 8.01 7.85 

f 7.43 8.08 9.12 

im and Luxembourg 1.38 2.18 2.50 

; “e 0.94 oo £8.38 

taly 0.64 0.57 0.31 

Sweden 0.63 0.73 0.77 

Switzerland 0.57 0.58 0.60 

tria, Hungary, and Czech- 

vakla 0.37 0.59 0.75 

wa O.ig O.22 6,83 

0.10 0.17. 0.16 

0.04 0.07 0.09 

rope 0.28 0.47 0.43 

lotal Europe 33-92 36.20 40.73 

ted States of America 6.27 6.93 7.69 

f America 0.61 0.73 0.92 

America 6.78 7.66 8.61 

32.47 30.11 26.70 

re and Penange 13.79 13.42 81.2% 

India 2.75 3-41 3.14 

2.33 1.85 2.13 

1.70 5.27 1.62 

China D.§0° «68.17 ~~. 0.90 

0.57 2.74 92.33 

1 Vladivostok o.§9 0.24 0.17 

Asia 0.87 0.75 0.90 

al Asia $4.57 51.66 46.44 

Australia 3.36 3.32 2.96 

East Africa 0.57 0.46 0.69 

9.19. 0.19 0.13 

{ South Africa 0.07 0.05 0.06 

Africa 8 0.04 

Total Africa 0.84 0.72 0.91 

w 0.52 0.45 0.36 
Grand Total 100 100 100 


source: Annual Report of the Java Bank for 1936. 


present a solution for the unemploy- 
ment problem. 


Japanese Penetration 


\long with these direct effects of 


the depression came an indirect effect. 


The lack of purchasing power meant 
a demand for less expensive products. 
This gave an opportunity for Japan 
to enter the field. With great rapidity 
a shift took place from European 
sources of supply to the cheaper 
Oriental sources. The relative share of 
Asia in the imports of the Indies thus 
increased rapidly. By 1934 it had 
reached 54.57%, while the share of 
Europe had declined from 47% to 
33.92% (see Exhibit IT). 

This shift in imports was accom- 
panied by a change in the percentages 
which these two groups of countries 
received of the exported goods. Europe 
became a relatively better customer 
and in 1934 took 42% of the exports 
as compared with 36% in 1927, but 
Asia dropped during the same period 
from 46% to 34%. In other words, 
Europe became more and more impor- 
tant as an outlet for the products of the 
Indies, but the islands turned more 
and more toward Asiatic sources for 
their requirements. Among the Asiatic 
countries Japan occupied the most 
important position. The import per- 
centage of that country rose from 
10% in 1929 to 32% in 1934. 

This situation was recognized as 
essentially unsound. In view of the 
increasing tendency of the govern- 
ments to follow a policy of reciprocity 
in directing their foreign trade rela- 
tions, it was feared that the Indies 
would meet increasing difficulty in 
disposing of their products in the 
western world. The shift of import 
trade to new sources brought about a 
disruption in the distribution machin- 
ery of the colony. The old importers, 
accustomed to deal with the western 
factories, lost ground steadily. A new 
crop of importers, wholesalers, and 
often retailers, started up and under- 
took to market the cheap products of 
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Oriental industry. Sometimes the old 
importers shifted to the new sources. 
In fact some, particularly Chinese, 
wholesalers used the liberal credit they 
received from the established European 
firms to buy for cash from the Japa- 
nese, thereby still further reducing the 
cost of the Oriental goods. 

Most serious of all was the fact that 
the Japanese importations were in- 
creasingly marketed through closely 
knit Japanese channels. Banks, trans- 
port companies, and insurance com- 
panies which had earned dividends in 
serving European firms were left out 
of the new marketing scheme. They 
were being dislodged by Japanese banks 
and Japanese companies, which worked 
for profit margins that seemed ridic- 
ulously low to European concerns. 


The Need for Action 

Something needed to be done. The 
entire commercial and social life of the 
colony was at stake. But what form 
should action take? In some quarters 
it was suggested that the solution 
should be sought in a rapid industrial- 
ization. In fact, as early as 1916 a 
‘‘Commission for the Development of 
Industry” had been appointed to 
investigate the possibilities of indus- 
trialization. It was thought at the time 
that the further development of the 
colony inevitably lay in that direction. 
The report of this committee appar- 
ently assumed that if home industry 
was not hopelessly dead it soon would 
be, and recommended the establishing 
of textile, chemical, and steel plants 
built upon the western pattern. 

Under the newly developed condi- 
tions this recommendation in the opin- 
ion of the government did not give 
promise of a satisfactory solution. In 
the first place, this type of industrial- 
ization requires a considerable invest- 


ment of capital. Since very little 
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capital is available locally it woulg 
necessitate investment from abroad 
But such a development would result jy 
increased foreign obligations. With 
export possibilities reduced, probably 
permanently, it would be most unwise 
to encourage this type of development, 
Moreover, it would become increasingly 
dificult to maintain a more or less 
reciprocal relationship with European 
countries. At the same time, indus- 
trialization of the western type would 
disrupt the dessa organization without 
giving a compensatory advantage of 
employing a large number of workers. 
To be sure, the Indies shared the 
advantage of Japan in that the rate of 
wages was below that of the European 
countries. But industry on the Euro- 
pean plan and under European man- 
agement would find this competitive 
advantage to a large extent destroyed 
by the high factory and administrative 
overhead. 

The competitive situation is demon- 
strated by the new textile plant erected 
in 1935 by a group of Dutch textile 
manufacturers. It is a plant of the 
most modern equipment. The plant 
employs not only European technicians 
but European managers, in addition to 
the principal office staff maintained in 
Rotterdam. The two managers in the 
Indies each receive a salary in the 
neighborhood of fl. 1200 per month. 
On the other hand, a typical native 
concern of 50 hand looms nearby is 
managed by the proprietor and his son. 
The two are quite satisfied if their com- 
bined earnings amount to fl. 125 per 
month. 


Village Industry as the Solution 


It is the smali industry, owned and 
managed by natives, rather than the 
large western plant that can success- 
fully meet Japanese low-cost produc- 
tion. In fact, experience has shown that 
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the production of some articles the 

ces at which native home industry 

produce are often 50% and more 
below those of the Japanese goods. 
After all, the Japanese goods must be 
nacked, shipped, insured, financed, and 
marketed—all of which adds to the 
ost. The native products escape this 
utlay almost entirely. 

The plan of the government, inau- 
gurated by Mr. G. H. C. Hart, Director 
ff the Department of Economic Affairs, 
is, therefore, to assist the small-scale 
native industry, thus preserving the 
village community as a producing unit. 
Whatever development takes place, 
so it was thought, should grow out of 
the native social life rather than take 
the form of an alien system imposed 
from above. This development requires 
little invested capital. The more or less 
self-sufficient village economy will be 
far less subject to the effects of eco- 


nomic upheavals than ‘a large-scale, 


industrial system. The volume of pro- 
luction will adjust itself readily to the 
requirements of the market without 
elaborate outside control since the 
producers are in the closest touch with 
their customers. 


Some Western Industries Encouraged 


Nevertheless, the establishment of a 
lew western industries was encouraxed 
by the government. A new Goodyear 
tire plant, an assembly plant of the 
General Motors Corporation, a Lever 
Bri thers soap plant, and a large paint 
plant were recently built and expanded. 
But in these cases the plants were 
branch establishments of large concerns 
and enjoyed all the advantages of 
leadership, research, and large pur- 
hasing power, and they made ysase of 
ocal raw materials. These plants were 
irawn to the Dutch East Indies partly 
ecause of encouragement from the 
tuthorities of the colony. In part, 


the decision to build these plants in 
the Indies was due to the fact that no 
more favorable location could be found 
from which to supply not only the local 
market but also a good portion of the 
entire Far East. Attempts to build 
such plants in Japan were abandoned 
when the government of that coun- 
try insisted upon a 51% Japanese 
participation. 

Under the various crisis decrees the 
government was given wide powers to 
regulate the economic life of the coun- 
try. On the basis of this authority the 
Department of Economic Affairs is in 
a position to offer special advantages 
to those industries which it considers 
desirable. In the case of the Goodyear 
plant the importation of machinery 
was allowed free of import duty. For 
one year certain raw materials were 
allowed the same privilege. Extra 
allowances for the exportation of rub- 
ber were granted. In return, the plant 
agreed to train domestic workmen so 
that the importation of foreign workers, 
which the department allowed, would 
not lead to a permanent condition. 
The plant also became subject to the 
price regulations of the department. 
The industrial regulations of the de- 
partment enable it also to forbid the 
opening up of new plants and the 
expansion of existing plants. Undue 
expansion of the industrialization can 
thus be prevented. This power of the 
government gives the established plants 
additional incentive to cooperate with 
government agencies. As long as the 
concern behaves itself and cooperates, 
the government will see to it that no 
new enterprise of the same kind is 
established which may glut the market. 

Although the government has never 
made any statement in this respect it 
is not difficult to see how, if necessity 
arose, this power could be used to pre- 
vent the establishing of enterprises by 
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nationals of countries with which the 
government considers it unwise to 
establish closer economic relations. 

Action is based upon the principle 
that limited industrialization on the 
western pattern is desirable, especially 
with respect to those products of the 
western world which can no longer 
compete successfully in the Asiatic 
markets on account of the lower wages 
prevailing in the Orient. Ordinarily 
permission to open a plant will be 
granted only for those industries which 
because of their highly technical nature 
cannot be considered as competing with 
the domestic home and small industry. 

The department is placing emphasis 
upon the revival and development of 
the dessa as a producing center. In order 
to encourage home and small industry 
the government undertook to reorga- 
nize both the method of financing small 
industry and the method of technical 
education. Technical education had 
thus far been of a strictly formal char- 
acter and had been related only 
indirectly to the actual needs of native 
industry. This system was changed by 
closing down a number of the technical 
schools and by sending the instructors 
into the dessas where they now work 
together with the small producers, aid 
in the organization of cooperative 
undertakings, and give advice and 
instruction in better methods of 
production. 


The Problem of Financing the Natives 


No great change could take place 
until the old methods of financing 
industry had been changed. Thus far 
this financing had been largely in the 
hands of the bakoels. The bakoels, 
often Chinese but usually Javanese 
merchants, were accustomed to pur- 
chase raw materials, to furnish them on 
credit to the small industries, and then 
to market the resulting products. This 
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system was not calculated to make fo, 
a great development of domestic indus. 
try. There was little uniformity oj 
quality, both in raw materials and j, 
workmanship. But there was no incep- 
tive to improve production because of 
the unsatisfactory credit relations which 
existed between the bakoels and the pro- 
ducers. A recent investigation showed 
that in the cotton weaving industry 
approximately 70% of ali receipts over 
and above the cost of raw materials 
were pocketed by the bakoels. 

With the aid of the technical instruc- 
tors the department undertook to 
bring a fundamental change in this 
situation. Again the dessa was made 
the basis of organization. Trained by 
centuries of habit in cooperative effort, 
it was not difficult for the dessa pro- 
ducers to organize once outside leader- 
ship became available. Little capita! 
is usually needed, but where necessary 
the department has been able to help 
out. Through cooperative effort, raw 
materials have been standardized and 
quality improved. The methods of pro- 
duction have been modernized. A sys- 
tem of final inspection has brought 
decided improvement in the quality of 
the finished articles. 

The bakoels have not disappeared, 
but now buy the finished products from 
the dessa cooperatives at prices deter- 
mined every week by the organization 
after consultation with the government 
expert. If the bakoels do not buy at 
these prices, the producers either under- 
take to sell the goods themselves 
through traveling pedlars belonging to 
the dessa or they sell to the government 
office “Service for Industry.” ‘This 
office disposes of the goods through 
large wholesalers who usually sell in 
the outer possessions. 

Gradually, out of earnings the coop- 
eratives are building capital which they 
employ in financing their members and 
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ying equipment on a cooperative 
(hanks to this cooperation and 


cial pressure of the dessa, a pride 
kmanship has now been created. 


7 rk 
vy Nn 


For the first time standardization of 
and workmanship has_ been 
.chieved. At one time the silversmiths 
n Goda Gedé were not in a position to 
furnish a complete table service in silver 
because each workman had his own 
ideas of design and execution. No 
two plates of the service would be 
even approximately alike. Today the 
ration of silversmiths is able to 
tisfactorily any order of any size. 
Some industries have undergone a sub- 
livision of processes. So the production 
spoons has in one dessa been im- 
ved by the establishing of a separate 
ishing plant. The producer brings 
half-finished product to this plant 

id receives either cash or a ticket 
which allows him to receive a stated 
uantity of the finished product which 

e may then dispose of by having 
members of the family sell them in 
‘+hboring villages. This interrelating 
lustry has created a new sense of 
ponsibility. The finishing plant must 

be kept busy, and social censure is 
| to be felt by the individual pro- 
ducer who fails to do his part by spend- 
ing too much time at funerals or 
weddings. The entire dessa is imter- 
ested in keeping industry moving 


These changes have had a salutary 
fect upon the dessa life and also upon 
the attitude of the natives toward the 
overnment. They feel keenly that here 
the government is giving them an 

portunity to help themselves. The 
batik industry, the leather industry, 

| other industries which were on the 
‘ecline have now been revived. Experi- 
mental bureaus maintained by the 
government have been organized to 
ive assistance in the development of 


better methods of production. Inci- 
dentally, a very excellent service is 
being rendered by the government in 
its encouraging the return to earlier 
and more artistically valuable patterns 
and designs. 

Through the intimate link now 
existing between the producers and the 
native dessa organization it has become 
more difficult for other Asiatic products 
to find their way into the dessa. But 
there still remains the problem of out- 
side competition. This competition 1s 
felt heavily in the outer possessions 
since freight from Japan to these 
places is often less than from the ports 
of Java. The problem also is still how 
to maintain a market for the western 
world for those products which cannot 
be purchased locally in the required 
quantities. 


Protection against Outside Competition 


The panacea of high import duties 
cannot solve these problems. Economic 
isolation can never be the aim of a 
country which is essentially an ex- 
porter. It was clearly realized that a 
way of receiving payment for the 
exported goods should be kept open. 
Moreover, it was considered foolish 
to protect local industry by means of 
high duties which would raise prices 
and would thereby in time destroy 
the competitive advantages of the 
colony as a low-cost producer. The 
suggestion has been made from some 
quarters that a tariff union or at least a 
system of imperial preferences should 
be established with the mother coun- 
try. But this also would seem inad- 
visable since Holland cannot absorb 
more than 15%, or at the most 20%, 
of the exports of the colonies. 

The answer was found in the “Crisis 
Import Ordinance of September 12, 
1933. This ordinance provided for 
the government control of imports. The 
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control operates by regulating, not the 
price of imported goods, but the quan- 
tity. The government aims to achieve 
three results: (1) to protect domestic 
industry against excessive importa- 
tions from abroad; (2) to place the 
colony in a better position to recipro- 
cate by purchasing from its best cus- 
tomers; (3) to protect the internal 
system of distribution. Throughout, 
the government is keeping in mind that 
regulation of quantity should not 
result in the development of privileged, 
monopolistic interests and in greatly 
increased prices. 

In order to protect the local indus- 
tries against excessive competition a 
general quota system was inaugurated. 
The importation of products is limited 
to the quantity which in the opinion of 
the government is needed to supple- 
ment the local industry. The total 
quantity to be imported is then dis- 
tributed among the various importers 
by means of a system of licenses. 

The second object is obtained by a 
system of quotas assigned to each 
country with which the Indies have 
made agreements. These country quotas 
make it possible for the colony to 
cooperate with the producers of the 
mother country by assuring them their 
fair share in the East Indian market. 
They also open up the opportunity to 
counteract the shift in importations 
away from the western and toward the 
Oriental world. On the basis of treaties, 
quotas have now been assigned for a 
large group of products to Germany, 
England, Italy, and the United States. 
The assigning of such quotas is 
often ruled by the most-favored-nation 
clauses in existing treaties. In order to 
arrive at a fair basis certain “basis 
years”’ are taken as the starting point. 
Since Japanese competition did not 
assume dangerous proportions until 
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about 1933, it is not difficult to see 
that the position of Japanese imports 
will depend largely upon the selection 
of the “basis year.” Trade negotiation; 
with Japan have thus far not been 
successful, and it is rumored that in 
no case Japanese imports of any one 
product are allotted more than a 259% 
quota. This would constitute a con- 
siderable reduction since in some groups 
of products the percentage secured by 
Japanese importers was as high as 60% 

In view of the delicate political 
questions involved no figures are pub- 
lished regarding the quotas assigned to 
foreign countries. A separate set of 
quotas is reserved for the motherland. 
These quotas are not always large. 
For some products like yarn, sateen, 
and beer the percentage of imports 
reserved for Holland is less than 20%, 
but for others it runs as high as 50%, 
while in the isolated case of sarongs 
made of a combination of cotton and 
silk it runs as high as 100%. 


How Prices Are Kept Low 


Obviously, a restriction of imports, 
either on general lines or according t 
countries, may have a definite effect 
upon the prices and upon the quality 
of the products offered for sale. It 
may also establish certain monopoly 
privileges. Two examples will illustrate 
how the government meets this problem. 

The Goodyear Tire & Rubber Com- 
pany was granted the protection of 
import quotas on automobile and 
bicycle cases and inner tubes. In 
return for this protection against out- 
side competition the company guaran- 
teed that the prices prevailing on 
August 1, 1935, would be reduced. 
While prices abroad increased, the com- 
pany twice reduced tire prices by 5‘ 

Interesting also is the quality and 
price control as applied in the case 
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Philips Gloeilampenfabriek, manu- 
turers of electric light bulbs. This 
moany. located in Holland, was 
‘benefited by an import quota 
--¢7 in favor of the Dutch industry. 
ompany made the agreement to 

t lamps of 10, 15, and 25 watts in 
tities sufficient to maintain an 
uate supply, and of which at least 
lf would be retailed at fl. 0.35 per 
mp. So far as quality was concerned, 


ALli}’. 


t was agreed that these lamps would be 
1 the usual Philips standard and 
would not consume more power than 


ndard lamp. The government 
aboratory of the “Service for Water 
ower and Electricity” was put in 
ge of checking the quality of the 
orted lamps while market agents 
ked on the adequacy of the supply 
and prices. The laboratory reported 
insatisfactory quality. The company 
was thereupon ordered to take the 
ndemned lamps off the market and 
ip standard quality lamps without 
lelay. In recent months no difficulties 
have arisen. 
[In order to cooperate with the East 
Indian service, the home government 
now established an accounting 
ervice which examines the cost of 
roduction of the industries in Holland. 
Whenever it appears that on the basis 
these investigations a reduction in 
price is possible, the concerns are 
to cut their selling prices in the 


iotified 
Indies. 

Whenever importation is restricted 
an increase in prices may take place 
as a result of an insufficient supply and 
is a result of a shift to more expensive 

es. The government has devised a 
umber of ways of keeping prices and 
the profits of importers within reason- 

e and modest limits. One method 
hat has been used is to increase the 
juantity thatmay beimported. Through 
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a percentage increase in the licenses 
granted to importers this may be 
readily accomplished. In some products 
it was found desirable to establish 
‘buffer stocks.” These stocks, assigned 
to each importer on the basis of his 
normal import turnover, are held at 
the cost and risk of importers. No sales 
from these stocks are permitted except 
upon orders from the government 
bureau. This method is used for prod- 
ucts bought by the consumers of low 
purchasing power. 

Finally, the government has occa- 
sionally found it necessary to regulate 
prices directly. The Dutch textile 
industry was given a substantial quota 
of the total importation of bleached 
cloth used in the batik industry. This 
quota resulted in an increase in price 
which was unavoidable since the Dutch 
industry had a higher cost of produc- 
tion than the Japanese which had 
begun to drive out the Dutch products. 
As a result of this price increase other 
qualities of cotton cloth now also began 
to increase in price since they could be 
used with fairly satisfactory results for 
the same purposes. These substitute 
fabrics were not subject to country 
import quotas. The government there- 
upon issued an order that the importers 
were to sell these “batik-greys”’ for no 
more than fl. 4.10 (a piece of 46% 
yards). In this way the batik plants 
which had traditionally used these 
greys were enabled to continue to 
secure their raw material at prices only 
slightly above those which had pre- 
vailed in the past. The cost of low- 
quality batiks to the consumer was 
thereby kept down. 

In short, the quota system without 
doubt has caused an increase in the 
price for several imported products. 
But the increases have been moderated 
by many government measures. 
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The ultimate effect upon the aver- 
age budget has been negligible. The 
increases in price of some articles 
have been more than offset by the 
decline in prices of other imported 
goods or by the lower prices of domes- 
tically produced articles. In general, 
there has been no increase in the cost 
of living; in fact, figures collected in 
Batavia show that, taking 1913 as the 
basis of 100, the retail prices in that 
city during the last four years under- 
went the following changes: 1933 = 99; 
1934 = 90; 1935 (December) = 86; 
1936 (May) = 83. 

The price increases resulting from a 
return to western sources of supply 
would work out to the benefit of those 
importers who had specialized in the 
handling of cheap Oriental importa- 
tions. But these profit possibilities 
were limited by various government 
measures. In the first place, the total 
quantity which these new importers 
can import is limited by their license. 
Then the control extends further and 
also regulates the percentage of their 
total allotted import quantity which 
may be devoted to Japanese purchases. 
They are, therefore, compelled to seek 
other sources of supply in order to 
obtain the full benefit of their allotted 
quantity. Whereas in the case of some 
products a certain portion of the total 
quantity to be obtained from Oriental 
sources remains undistributed, this por- 
tion may then be allotte1 to other 
importers who are thus enabled to share 
in the somewhat larger profit margins 
which these goods enjoy on account of 
the raised prices in the Indian market. 


Protecting the System of Distribution 


The third object which the govern- 
ment had in view was to protect the 
existing distribution system. This was 
accomplished by the system of import 
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licenses. Import licenses assigned ty 
industrial importers were used in the 
administration of the quota system, Ip 
dividing the quantity to be imported 
among the importers it is necessary 
to gauge these permits to the normal 
turnover of the importers. Again, jt 
becomes a matter of great importance 
what year is taken as the basis. 
Initially, the period 1929-1933 was 
taken as the basis. Since importers 
and wholesalers, dealing largely jn 
cheap Japanese goods, and Japanese 
concerns manned exclusively with Jap- 
anese personnel, did not begin to 
establish themselves on a large scale 
until about 1932-1933, the selection 
of this period automatically restricts 
the quantity that can be imported by 
these newcomers. Incidentally, this 
limit which was placed upon the turn- 
over of those specializing in the prod- 
ucts of Japan reserved the market 
quite effectively for the products | 
western countries which were handled 
by the old-established houses. 

This combination of quotas and 
licenses and price regulations has made 
it possible to reserve a_ reasonable 
quantity of imports of expensive prod- 
ucts to the Dutch industries. The low- 
priced articles needed by the poorer 
classes are kept low in price while 
protection is given to the domestic 
industries. The most carefully worked- 
out scheme is that which applies to 
textiles. In this field more than 60 
categories have been established, each 
one of which is subject to special 
treatment as circumstances dictate. 
The importers, like all business men, 
resent interference, but they are coop- 
erating with the government. ‘Thei 
opinion is that restrictions are neces- 
sary to protect them from Japanese 
competition and that the benefits far 
outweigh the undesirable features. 
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In order to make cooperation with 
the government more easily possible 
he importers—European, Chinese, and 
apanese—are now organized in the 
Nederlandsch Indische Vereeniging van 
nporteurs. In cooperation with the 
Yepartement van Economische Zaken 

ler the able direction of Mr. H. J. 
van Mook, this association maintains 
n information service for its members 
and publishes weekly lists of quotas 
.d licenses assigned. In order to make 
operation more effective in the home 
country, the exporters in Holland 
established the Koloniale Exporteurs 
Vereeniging (association of colonial 
exporters). 

Results Obtained by the Policy 

Can the present economic policy be 
said to be successful? Domestic retail 
rices have gradually been reduced 

m 100 in 1913 (Batavia statistics) 

0 in 1934 and 83 in May, 1936. 
[he spread between wholesale and 
retail prices has been reduced from 
21 points in 1933 to 12 points in 1936. 
The value of imports from Japan, 
although still high, has gradually been 
reduced while that from the western 
world, more especially from Holland, 
has steadily increased. The export sur- 
plus has gradually increased from 
21.6% of total exports in 1929 to 
49.8% of total exports in 1936. The 
government finances, which showed a 
of fl. 121,000,000 in 1933, in 
1937 showed a surplus of fl. 500,000. 

A very decided revival has taken 
place in the ancient home industries. 
[he small industries are expanding. 
\ided by special restrictions upon 

reign impe rts in the outer possessions, 
the industries of Java are showing 
ncreasing profits from export to the 

industrialized islands. In fact, the 


peculiar situation has developed that 


overpopulated Java is exporting food- 
stuffs to the agricultural and sparsely 
populated outer possessions. It is too 
early in the experiment to declare that 
it has proved to be an unqualified 
success. The indications are, however, 
that it is accomplishing what it started 
out to achieve. It will take years before 
the economic life, which for so many 
generations has been allowed to develop 
without intelligent direction, will show 
the full effect of the new policy. What- 
ever success the government may 
claim can probably be attributed to the 
followiug factors: 

1. The plan is based upon the open- 
ing up of opportunity rather than upon 
detailed regulation of the economic life. 

2. The plan has awakened a spirit 
of self-help and cooperation among the 
natives. 

3. The plan is firmly rooted in 
the historic social structure of the 
community. 

4. The plan has reintroduced ele- 
ments of self-sufficiency and stability 
in the village life. 

5. The plan is administered by 
young men unhampered by traditional 
concepts, and is therefore elastic and 
subject to constant revision. 

6. The plan aims at social expediency 
rather than at maximum returns. 

In the words of the former Director 
of the Department of Economic Affairs: 


I repeat: the Indian government does 
not pursue a “planwirtschaft” because 
this always implies a system which em- 
braces the entire economic structure of 
production and distribution. 

The Indian government takes the posi- 
tion that the greatest prosperity for India 
must in the long run be found in the great- 
est possible freedom of the economic life.! 


1Mr. G. H. C. Hart, before the 19th assembly of the 
Volksraad, Batavia, July 25, 1935. 








CORPORATE EARNINGS ON INVESTED CAPITAL: 
BY W.L. CRUM 


HE improvement in the volume 
of business and in the level of 
commodity prices, which had 
been in irregular progress since 1933 
and was proceeding by early 1937 at a 
vigorous pace, was accompanied by a 
sharp revival in business profits. The 
subsequent violent contraction in busi- 
ness and decline in prices has un- 
doubtedly depressed profits. In the 
present business situation, particular 
interest attaches to precise estimates of 
the rate of profit because of the great 
moment of profit anticipations as a 
factor conditioning the revival of pri- 
vate investment. Unfortunately, cur- 
rent figures on the rate of profit for 
business enterprise as a whole, even 
corporate business enterprise, must rest 
upon estimates constructed from the 
published statements—usually avail- 
able only after some delay—of large 
companies with securities listed on 
public exchanges. An informed use of 
such estimates is, however, greatly 
facilitated by a careful study of the 
complete record for all corporate enter- 
prise in the aggregate, afforded by U. S. 
Treasury compilations of corporation 
tax returns. Although these compila- 
tions are inevitably delayed for about 
two years after the period to which 
they apply, and are now fully available 
only through 1934, with partial data 
through 1935, analysis of them yields 
immensely helpful base figures for in- 
terpreting such current estimates as can 
be made from published statements. 
This article undertakes a reconsider- 
ation of the Treasury data, with a view 


! The analysis reported herein was assisted in its early 
stages by a grant from the Harvard University Com- 
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to determining on a more refined bas): 
than heretofore the average rate of 
return on aggregate corporate invested 
capital during the years 1922~193:, 
The closing section gives attention t 
the rough comparison of current esti- 
mates based on published corporation 
statements with the reference period 
which ends in 1935. The analysis js 
arranged to bring out important in- 
adequacies in the Treasury data for the 
purpose indicated, to develop the 
implications of assumptions made in 
the course of the calculations, and t 
state and explore some of the chief 
theoretical questions raised by the 
definitions adopted and the results 
obtained. 

The return on invested capital is one 
of the most significant—in several 
respects the most significant-—among 
possible measures of corporate per 
formance. No entirely satisfactory de- 
termination of the average rate of 
return on invested capital, for cor- 
porate industry in the aggregate, can be 
made; but data accumulated over 
recent years, and clearer insight int 
their significance, enable us to prepare 
a fairly close estimate. The resulting 
figure pertains to corporate industry in 
the aggregate; equally accurate esti- 
mates for particular types of corporate 
industry, such as corporations engaged 
in manufacturing or in trade or in 
mining, cannot be made. The result 
pertain, moreover, to a closed period 
of limited length; comparable data are 
not available before 1922, and the 
record cannot be brought up to date 
mittee on Research in the Social Sciences, during the 
academic year 1935-1936. 
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f inevitable delays incident to 
.bulation of the tax data.’ 
\ broad picture of the main findings 
ars in Exhibit I. There the curve 
rporate return records the changes 
he rate of return on corporate 
ty held by outsiders, as defined 
and tabulated on page 345. For 
rison, the second curve of the 
1ows the fuctuations of a very 
measure of the gross economic 
are of the entire nation—the na- 
ion: This series is in per- 
entage form, with the 1922-1931 
.verage as 100, and is based upon the 
“net national product” data as given by 





income. 


Simon Kuznets.* The national income 

fords a helpful basis of reference 

corporate earnings figures, not 

ecause there is a necessary close rela- 

between corporate profits and 

nal income, but because national 

me is an exceptionally general 

f economic conditions. Al- 

curves show similar 

1d movements, numerous differ- 

intensity or even direction ap- 

pear among the year-to-year changes. 

\loreover, even as to the broad move- 

ments striking contrasts appear: for 

example, the recovery of 1935, which 

restored national income well toward 

the 1922 level, showed a rate of profit 

1922. Nevertheless, the rate 

return had by 1935 recovered more 

half the reduction between 1929 

and 1932; whereas the recovery in 

tional income from 1933 to 1935 was 

than one-third of the reduction, in 
ibsolute amount, from 1929 to 1933. 
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ry’s final tabulation for 1934 corporation 
rns has recently been completed and 
tatistics of Income for 1934, II, Corpo- 
Bureau of Internal Revenue, 
inary tabulation for 1935, Statistics 
me for 1935, Preliminary Report of Corporation 
¢55-Profits Tax Returns Filed to Dec. 31, 

ides only a selected list of the tables which 
pear in the 1935 final report. The 1935 pre- 
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Definition of Return 

In determining the rate of return on 
invested capital, we shall have in mind 
the capital invested by the owners of 
corporate enterprise; and we. shall 
therefore define net earnings—the “ re- 
turn”’—as the residue of income after 

EXHIBIT I 

PERCENTAGE RETURN ON CORPORATE 


CapiTaL, CoMpARED WITH NATIONAL INCOME 
Expressep RELATIVE TO 1922-1931 AVERAGE 


INVESTED 








(5 ———> TT - 7-4 130 
Co. 70, ate turn | 
| \Corporate retur 
10 —+-—-4—_- + —o 
PS at ie a | | 120 
on 
CS} + + + + o_4 + + + + + | 
a 5 i re | 10 PY) 
. | - 
5s oe . A—1i00 § 
® Pye LPtm P ‘ | o 
@ National income | \ ¢ 
scat oe $—_+—+>—_ + pty 90 -= 
c ‘ , + 
8 19 |_| 
a 
10 +——+ + t+—+*—4 ‘ } } 80 8 
2 \ © 
j j 4 a+ + + 10 a 
\ , 
a, ee | + 1, ¥ 60 
ps | ee 
” 1922 1923 1924 1925 1926 1927 1928 1929 1930 1931 19 34 1935 90 
Note: The “corporate return” is the percentage 


ratio of net earnings to corporate equity held by 
outsiders i(given on page 345). National income is 
expressed as percentage of 1922-1931 average: 
72.34 billions. See text. 


all charges. In order to arrive at the 
figure for net earnings, we start with 
statutory net income as defined in the 
Revenue Act: the residue of gross in- 
come—which does not include tax- 
exempt interest or dividends received 
from domestic corporations—after sub- 
tracting the various deductions allowed 
by the act. 

The statutory net income figure for 
all corporations in the aggregate is 
merely the sum of the statutory net 
income (or deficit) items for all corpora- 
tions, about a half million of them; and 
liminary report is, however, more complete than the 
preliminary reports for earlier years, which covered 
only returns received through August 31 of the year 
following. The final 1935 edition has been completed 
and important tables were released to the press or 
January 19, 21, 24, and 28, 1938. 

3 National Income and Capital Formation. New York 
National Bureau of Economic Research, 1937, p. 8 
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it is not strictly the equivalent of a 
consolidated net income such as would 
appear if all corporations were operated 
as one system, and various offsets were 
made in drawing up the consolidated 
account.‘ By the law as it stood during 
most of the period here under observa- 
tion, 1922—1935, groups of corporations 
which were closely afhliated were per- 
mitted to file consolidated returns, and 
about half the total corporate gross 
business was in fact reported on con- 
solidated returns.® If consolidated re- 
turns had not been permitted, really 
important changes would probably 
have occurred in certain gross items of 
the composite account and in cer- 


tain items reflecting intercorporate 
transactions. 

From statutory net income as tabu- 
lated, Federal taxes are deducted in 
the present study; and this net after 
taxes is then raised by an item of in- 


* “All” corporations include all corporations subject 
to income tax. Excluded are certain tax-exempt corpo- 
rations, which are in the main mutual, charitable, or 
non-profit concerns. Excluded from the tabulations 
also are so-called “‘inactive” corporations, which file 
returns not showing income data and include numer- 
ous concerns in process of liquidation. Inactive corpo- 
rations, separately counted beginning with 1927, have 
accounted for somewhat over 10% of the total number 
of returns filed. 

’ For many years successive revenue acts had, with 
only slightly varying definitions of an “affiliated 
group,” permitted the filing of consolidated returns 
of income for each such group. By the Act of 1934, 
however, the privilege of filing consolidated returns 
was restricted to railroad corporations. There resulted 
deep-reaching changes in the 1934 corporate data, and, 
because the abandonment of the consolidated-return 
privilege did not occur until 1935 for certain fiscal- 
year corporations, to a lesser extent in the 1935 data. 
I propose to discuss in detail these ‘‘technical”’ effects 
on the 1934 and 1935 data in another place. I have 
analyzed elsewhere separate tabulations of the con- 
solidated returns for 1928-1930, discussing the size 
and significance of this small number of (mainly) very 
large enterprises: Quarterly Journal of Economics, 
May, 1933, pp. 414-448. 

* This was not separately tabulated until recent years; 
capital gain was first tabulated for 1929, and capital 
loss for 1930. The sums involved, in millions of dollars, 
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come not subject to tax. This item jg 
tax-exempt interest; interest on certain 
government obligations, though income 
to the corporation, is not a part of 
statutory net income as defined in the 
act. The adjustments of statutory net 
income, described above, are presented 
in Exhibit II; and the final column of 
this table shows the resulting figures 
for the “‘return,” i.e., net earnings 
available for equity owners. 

The foregoing determination of net 
earnings is not wholly satisfactory. One 
of the flaws is that statutory net in- 
come, as defined by the act, includes 
net gain (or loss) from the sale of capi- 
tal assets.* Theoretical objections arise 
against the inclusion of such an item 
in a definition of net earnings, for pur- 
poses of economic or financial analysis 
Such objections have special fore 
against 


counting gains and _ losses 


“‘when realized,” rather than as 


run as follows: 


Capital Capital Net 
Year Gain Loss Figure 
1929 1315.4 . ” 
1930 645.8 935.7 289.9 
1931 298.6 1702.3 — 1403.7 
1932 142.5 1705.2 —1562.7 
1933 262.5 1685.9 1423.4 
1934 242.6 297.4 — 54.8 
1935 469.9 239.0 230.9 


* Not available. 

If we may assume the losses (not tabulated) in 1929 
were negligible, we can revise the net earnings figures 
of Exhibit II from 1929 on as follows: 


6767 .6 —954.6 

1665.7 107.0 
—I1741.1 1443.5 
— 3812.2 


This “‘revision”’ is, however, not complete; for it im; 
also an adjustment for taxes borne by the capita 
gains, or obviated by the capital losses. Such adjust 
ment cannot be perfectly made; for, although we 
separate capital gain and loss figures for income an¢ 
no-income corporations, the revision itself 
throw certain corporations from the income (taxabdi 
class to the no-income class, or vice versa. For t 
reason, and because data prior to 1929 are not avall- 
able anyway, I have decided to let the net earning! 
stand as in Exhibit II, without this revision. 
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ning accrued changes in 


es as taxable income, only 
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addition, 
leductions 
whole or in part on the income 

afford the legally required 


ections 


rrection on this 


hanges are, and are likely 


included. If, however, ac- 


11 gains and losses are to be 
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additions to reserve funds—which the 
act allows to life insurance companies 
in computing their statutory net in- 
come, be applied to tabulated statutory 
net income to arrive at net earnings.’ 
The apparent basis for this suggestion 


EXHIBIT II 


“earnings, 


appear. I refrain, in 


” other and more 


mm making what seems an 
account, 


reasons given in footnote 6. 


n has been made that a 


equal to the two 


amounting to tax 


( r life insurance companies 
N he Act I 193 

Rese Funds Ana t equal 

ean of the reserve funds re 

eld at the beg gz and end f 

exce at in the case any sucl 

c puted at a lower interest 

te 34 per cent all be 


€ 2 e, health, and accident 
3 , , ‘ 
e] C ied the weekly 
, . 
i i nu gf lile and t 
13 
a € wed, in addition 
2 , 
C I 3%4 per cent I the 


RECONSTRUCTION OF NET EARNINGS 
In millions of dollars) 
(3 (4) 5) | 
s\ r \ iE ns Tr 
De 11 
Combined 7 Ve 
Vo-Incon Figure Federa Exemp Earni» 
Corporatio» (7) + ( Tax [ntere (3 4) + (5) 
$3 $3878 .2 $ 457.8 %$ 701.¢ $188.8 $ 5 
x ZI s 477 7 ‘ 394 436 
I 2013 6308 937 1 456.2 827.1 
86.7 22 ) $362.7 881. ¢ S17.2 1998 4 
. 1962.¢ 7621.1 1170 3 519.8 70. ¢ 
73-4 2168.7 7504.7 1229 8 499.¢ 74.5 
2491: 7 6510.1 1130.7 ¢ g she 
2391.1 8226. ¢ 1184.1 7 
2914.1 5739.5 1193.4 536.7 8083 
$25 5 $577 .¢ Issi.2 711.7 I s 
697 ) 287.5 399 §41.7 3144.5 
I 7796.7 5643 285 ¢ { 
; 5633.3 2547.4 427.1 1. ¢ 2378.9 
4275.2 4181 94.2 596 663. ¢ 161.8 
1.7 3468 .8 1695.9 720.1 713.6 1674 


is that such deductions are in no sense 
an expense for insurance corporations. 
On this basis, the estimated amount 
thereof, running in recent years around 
a half billion dollars, should be added 
to tabulated net income to restore the 
substantially to the level it 
had if the law 
insurance 


figure 
would 
ferred 


companies. 


have con- 


no such benefits on 


the Commissioner finds to be necessary for the pro 


tection of the holders of such policies only’’; and 
3 Rese € I Dividends Ana te al t 
2 per cen yf anv sums held at the end of the taxable 
ear as a reserve r divide (othe in dividends 
payable during the year f N the taxable year) 
the payment which is deferred for a period not 
less than five years.from the date of the policy con 
tract and these 1 substantially similar 
form, had appeared in the earlier acts pertaining to the 
peri j ere st i€ 

See the dis« ]. Fra Ebersole, Susan S. 


Review of Economu 


Statistics, November, 1929, p. 191, paragraph (45). 
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Such an interpretation appears to 
me unwarranted. The act apparently 
treats the special interest allowance on 
required reserves as though it were 
interest paid to or accrued for account 
of the creditors, that is, the policy- 
holders, owning the reserve. The adop- 
tion, in the specific deductions defined 
in the act, of an interest rate substan- 
tially equal to that at which state laws 
require the reserves to be accumulated 
for the benefit of policyholders points 
in this direction. I gladly grant that 
the case is not clear-cut, particularly 
in respect of mutual companies for 
which policyholders may be regarded 
as equity owners, and in view of the 
further facts that the rate allowed in 
the special deductions and the discre- 
tion granted the Commissioner in de- 
fining certain reserves prevent an exact 
fit of the tax-free deduction to the legally 
required rates of addition to reserves. 
All points considered, however, I re- 
* For example, see Lucille Bagwell, Journal of Busi- 
ness, October, 1929, pp. 345-360, especially pp. 347 
and 351. 

*See discussion by John C. Baker and William L. 
Crum, XIII HARVARD BUSINESS REVIEW 3, Spring, 1935, 
Pp. 321-333; and John C. Baker, The Compensation 


f Executive Officers of Retail Companies, 1928-1935, 


Harvard Business School Division of Research, Busi- 
ness Research Studies, N 17. 

© For example, for those 1933 returns accompanied 
by balance sheets—covering a very large share of 
total corporation business, as explained below (p. 347), 
t g nly about 88°% of all corporations by num- 
ber—and tabulated according to size of total assets, 
the following items n millions of dollars) are 


significant: 


Corporations having 


tal a ets 
Under Over 
$50,000 $50,000,000 
a. Compensation theers 483.6 113.8 
Total c ym piled receipts 6809.5 20571 .2 
c. Statutory net income 382.6 —IS51.1 


d. Same plus tax-exempt in 

terest — 380.1 82.0 

e. Same less Federal tax — 389.4 — 68.4 
Percentage ratio, (a) to 


(b) 7.3 0.43 
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main of the opinion that these specia 
deductions are in the nature of interes: 
paid on indebtedness, and should not be 
added back into net income. 

Another suggestion, made by certain 
writers, is that compensation of officers 
be treated as part of corporate net 
earnings, rather than as a deduction 
from gross in arriving at net.® Consider- 
able force attaches to this notion, espe- 
cially when we are thinking of corporate 
earning power in terms of the eco- 
nomic return on management—or. 
more strictly, entrepreneurship—and 
capital combined. Data recently col- 
lected by the Securities and Exchange 
Commission and other agencies con- 
firm the long-standing opinion, based 
on general knowledge, that a very large 
element in the compensation of officers 
of large corporations is contingent upon 
net earnings, and may be regarded as a 
“distribution” of earnings to manage- 
ment not unlike the distribution t 
owners in the form of dividends.’ More- 
over, substantial evidence exists that 
small corporations, many of them pre- 
sumably closely-held or “family” con- 
cerns, pay salaries toexecutives, whether 
for tax avoidance or for other reasons, 
which absorb a large share of what 
might otherwise be called net earnings. 

The size classes between $50,000 and $50,001 
show a roughly progressive shift in the percentage 
row (f) from the high of 7.1 to the low of 0.43.5 
part of the high figure for the small corporat 
almost surely ascribable to the use of executive 
pensation as a means of distributing earnings; but 
important part merely reflects a ‘‘technical”’ inact 
quacy of the data. A small corporation will generally 
have about the same number of ‘“‘officers,’ 


sense of these Treasury statistics, as a large compa! 
but they may be performing duties largely of a wage 
earning nature, duties performed in huge companies 
by official subordinates who may receive high salaries 
which are nevertheless deducted in the tax returns in 
the salaries-and-wages items and thus do not appea! 
ers 


in the tabulated figure for compensation of offic 


mer 


The officer of a very small corporation, like a farmer, 


is frequently at once wage-earner, manager, equity: 
18¢. 


owner, and entrepreneur in the strict economic sen 
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\ ter considering these points, I have 
| including compensation of 
in my definition herewith of 
-nings. One of the chief reasons 
ertair -hat no satisfactory basis appears for 


ing out that portion of such 


mcer parating 
e net mpensation which might fairly be 
a distribution of net earnings. 
sider- Chis is especially so because “execu- 
’ of corporations do not necessa- 
<ercise the entrepreneur functions 
economic sense; the sober fact 
01 ; that we do not yet know where the 
epreneur function resides in the 
modern corporation.!! Another impor- 
reason is that the objective of the 
ent analysis is to measure the re- 
Im on rporate capital; for the 
large wners of capital, pay to officers, on 
basis reckoned, is generally 
ense which does in fact cut down 
arnings of capital. That the bar- 
¥ gain sition of officers, whether or 
nt not enhanced by their ownership of 
capital, may enable them 
ire a portion of the earnings 
ise available to equity owners, 
ly raises questions of great 
concerning the nature of 
ons. | rporate organization, and touching 
vhat ilso the meaning of the findings here- 
the return on corporate 


not - + oT 
il te S 





Invested Capital 
[In the present analysis, I use in gen- 
eral the approach of Professor S. H. 
ve.'? He undertakes to obtain an 
timate of the invested capital of the 
rietors of corporate enterprise in 
aggregate, a figure which, unlike 
value of the equity, does not 
valuation which 


t changes in 


H 


n by R. A. Gordon in the forthcoming 


Quarterly Journal of Economics (May, 


f Corporate Incomes, 1920 to 1920, 
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themselves represent largely a capital- 
ization of earning power. He says, in 
fact: 


In obtaining a measure for invested capi- 
tal, it is necessary to get a figure which does 
not “‘capitalize”’ net incomes. It is evident 
that the usefulness of the rate secured will 
be greatly reduced if the base of the ratic 
reflects the numerator. Obviously, if the 
changes in the denominator reflect the nu- 
merator, the “‘rate”’ would always be the 
same. Accordingly, the base chosen at- 
tempts to measure the amount that stock- 
holders have furnished, in a way that will 
avoid, as far as possible, the capitalization 
of corporate net incomes. !® 


Although the case is not unequivo- 
cally clear for this decision of Mr. Ner- 
love, much can be said—particularly 
for certain types of comparisons, in- 
cluding the main comparisons sought 
in the present analysis—for a base 
figure, in terms of which the rate of 
return is to be calculated, which does 
not respond to variations in that re- 
turn. So convincing are these reasons 
that I present in what follows, as my 
main estimate of the rate of return, a 
series of percentages resting essentially 
on the type of analysis which Mr. Ner- 
love so effectively developed. 

The essential steps in the Nerlove 
method are as follows.'* The initial 
figure is that for 1920 (end of the year), 
obtained by adding to the invested 
capital at the middle of 1920, shown on 
1920 invested-capital returns of cor- 
porations (excluding gold-mining con- 
cerns) having 1920 net income above 
$3,000: (1) an allowance for corpora- 
tions not filing such returns, (2) an 
allowance for new stock issues during 
the second half of 1920, and (3) the 
Studies in Business Administration, II, 4. Chicago 
University of Chicago Press, 1932. 


13 Thtd., p. 34. 
'* Jb1d., Chap. VI, and pertinent appendix notes. 
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amount of net earnings reinvested in 
1920.'® The figures for succeeding years 
are then obtained by adding to this 
1920 base figure successive annual in- 
crements representing: (1) net earnings 
reinvested, (2) stock publicly issued, 
(3) estimated stock issues for small 
companies not making “public” offer- 
ings of securities. Except for variations 
presently to be noted, I accept and 
use herein this method. 

The net earnings reinvested are the 
residue of net earnings, as defined 
above, after distribution of dividends 
outside the aggregate corporate system. 
Not all dividends paid by corporations 
go outside the system; a substantial 
portion is received by other corpora- 
tions. The difference between dividends 
paid and dividends received by cor- 
porations goes outside the system, and 
this is the figure to deduct from net 
earnings to yield the figure for rein- 
vested earnings.'® On this basis, re- 
invested net earnings are calculated 


>} The resulting figure, 88.5 billion dollars, may include 
a substantial margin of error. The “‘invested capital” 
reported to the Treasury, on the 187 odd thousand 
returns filed, may well have failed to show precisely 
the capital actually invested by the owners, though 
the intent of the Treasury regulations was clearly to 
secure such a figure. The adjustments applied by 
Mr. Nerlove, especially (1) and (2), may well have 
been substantially in error. Nevertheless, the 88.5 
il appears a 1) acceptably close estimate; 
and, in the rest of the analysis, any error in this figure 

pagated horizontally. This of course .neans that 
rati ising invested capital as a base, such as those 
computed below, would contain errors which are not 
horizontal. I am of the opinion, however, that the 
error in the 1920 figure is too small to damage seriously 


these ratios. So far as time comparisons not involving 
ratios (involving, for example, amounts of change) are 
concerned, the 1920 error has no effect. 


16 Separate tabulations for dividends paid and divi- 


dends received are available only from 1922 on. For 
1921, I used the estimate of Ebersole, Burr, and 
Peterson (Review of Economic Statistics, November, 
1929, p. 181) for net dividends paid to outsiders, 
e., 2,030 millions. 
1’ Op. cit., p. 72. He has used for reinvested net the 
figure in line 56 of the table prepared by Ebersole, 
Burr, and Peterson, op. cit., pp. 180-181. That figure 





in Exhibit III. These figures {o, 
reinvested net differ from those o 
Mr. Nerlove, falling short of his resy|ts 
by the amount of the special insurance 
exemption.!? 

The next annual increment, beyond 
reinvested earnings, is money obtained 
by publicly offered stock issues. Such 
issues are made chiefly by large com. 
panies having listed securities: and the 
most acceptable estimate, that used by 
Mr. Nerlove, is the record published by 
the Commercial €&% Financial Chronj- 
cle. The published figures classify stock 
issues into “new” and “refunding”: 
but, as refunding issues of stock are 
presumably in almost all cases for the 
purpose of retiring bonds rather than 
other stock, the total (combined new 
and refunding) figure is correctly taken. 
Some unavoidable error exists because 
no allowance can be made for cost of 
flotation; the figures published indicat 
the gross amount issued and not the net 
funds realized by issuing corporation: 


reckons the special deductions allowed to life 
ance companies as a part of net earnings; whereas | 
have not done so, for reasons stated above. 

Mr. Nerlove also includes the insurance exempt 
in the earnings figure (p. 13) which he uses in calcv- 
lating his rate of return on invested capital (p. 4 
but he remarks (p. 69) that “‘ Reserve funds of insur 
ance companies (the net additions to which are 
deductible from gross income for income tax pur} 
were excluded from invested capital” in 1920. As 
see it, all hinges upon the question of ownership of the 
insurance reserves and the legal additions theret 
If the Nerlove treatment requires additions theret 
after 1920, in the form of specially tax-exempt interest 
in order to be regarded as an investment constituting 
part of the equity, it may fairly be urged that the 
reserves as stated in 1920 included at least some } 
tion representing such equity interest. On this ba 
I regard his treatment as of doubtful consister 
I go further, however, as stated above, and hold t! 
the special exemption because of the legal addit 
to insurance reserves ts in fact mainly an expe! 
properly chargeable in reckoning net earnings. It 
for this reason that I have avoided reckoning leg 
additions to the life insurance reserves either a 
part of net earnings (Exhibit II) or as a part 
vested capital (Exhibits III and IV). 
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payment of bankers’ fees and 
- costs. The amount of this error 


Té 


rs, and probably varies especially 
.ses where rights are issued. As no 
‘sfactory means of allowing for the 
r exists, it is ignored in this analysis. 
\ third increment comprises stock 
es by smaller companies, not float- 
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smaller companies should be taken at a 
flat amount over successive years. The 
Nerlove figure for issues by smaller 
companies is 500 millions in each year 
from 1921 to 1929, and Mr. Nerlove 
uses the flat figure because he regards 
these issues as not directly dependent 
upon the security markets.'® Although 
this view has some force, I believe it is 


EXHIBIT III 


DETERMINATION OF REINVESTED NET 


“1ye 


(In millions « 


»f dollars) 


(2) (3) (4) (5) (6) 
Net Dio 
dends to Reinvested Share Paid 
Net Dioidend Dioidends Outsiders Net Outsiders 
Earnings Paid Received (2) — (3) (7) — (4) (4) /(2) 
-$ 65. ) . 7 2630.0t $2685 * 
4380.2 $3436.7 $ 803.1 2633.6 1746.7 76.6% 
$827.1 4169.1 870.1 3299 2528 79.2 
4998.5 4338.8 915.2 3423.6 1574.8 78.9 
6970.6 5189.5 1175-5 4014.0 2956.6 77-4 
6704.5 5945.3 1506.2 4439.1 2265 . 3 74.7 
5880.2 6423.2 1658.1 4765.1 1135.2 74.2 
7636 7973.7 1916.7 5157.0 2478.9 72.9 
8083.1 8355.7 2593.1 $762.6 2320.4 69.0 
1375.8 8202.2 2671.2 5631.0 4255.2 68.7 
3144.8 OISt.! 1969.2 4181.9 7326.7 68.0 
$375.0 3885.6 1260.0 2625.6 8000. 5 67.6 
2378.9 3127.5 1025.7 2101.8 4480. ¢ 67.2 
4 161.8 4889.4 2217.4 2672.0 2510.2 54.6] 
1674.3 5940.6 3013.6 2927.0 — 1252.7 49.2t 
anklin Ebersole, Susan S. Burr, and George M. Peterson, Review of Economic Statistics, November, 1929, p. 181 
the main, of consolidated returns greatly changed reported volume of intercorporate dividends from previous years, and 
luced ratios (Column 6) for 1934 and 1935. See note * of Exhibit IV, and note { of Exhibit V 


by “public” offerings. I 

Mr. Nerlove’s estimate of the 
relationship of the volume of 

ies to the volume of public 
liscussed above), though he is 
vidently aware that such an estimate 
be highly precise. On the aver- 

he finds stock issues by smaller 
mpanies run to about one-fourth of 
lume publicly offered, that is, 


} 


ne-fifth of the total of all issues. While 
ccepting this estimate of the relation- 


[ do not agree that issues by 


72, note to table: “‘ As capital so obtained 
, dependent upon the security markets, 


luctuated in 


annot be assumed that its amount f 
the same way and to the same degree as that obtained 
¢ security markets. Since no other satisfactory 


not decisive; and the flat figure seems 
likely to introduce a greater error than 
the alternative assumption that the 
one-to-four relationship between these 
issues and public issues prevails in each 
year. No conclusive evidence is avail- 
able; but though granting that some 
small companies can sell stock without 
regard to general financial conditions, 
much doubt exists whether even small 
companies can in general secure new 
funds when security markets are declin- 
ing or stagnant. Even the owners of 
basis was available, it was assumed that such new 
capital was secured in equal annual amounts each 


year. I} will not result in any serious error, as the 
amounts are relatively small. 
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closely-held concerns frequently have 
outside financial interests, and are un- 
likely to advance new funds readily in 
times of general stringency. I choose, 
therefore, to reckon stock issues by 
small companies in each year as 25% 
of the current public issues of large 
companies, but recognize that this 
basis may introduce a moderate error. 
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divisor in obtaining the average rate oj 
return on capital.'® The figure thus fa; 
obtained is total invested capital, ang 
not the net investment by owners oyt- 
side the corporate system. A large share 
of the invested capital, as determined 
above, is owned by corporations. If we 
are to use for net earnings a figure 
reflecting the profits available to out- 


EXHIBIT IV 


CALCULATION OF INVESTED CAPITAL 


(In millions of dollars) 


(In billions of dollars) 


(7 (2) (3) (4) (5) (6) (7 
Stock Stock Invested Portion 
Issues Issues Total New Capital, Owned Out- Same 
Reinvested (large (small) Investment End of side Cor- p she 
Year Net companies) 25% of (2) (7) + (2) + &) Year porations* for Year 
192 $ 88.5 $66.4 
1921 $268 5 $ 279.3 $ 69.8 —$2335.9 86.2 64.7 $6c¢ 
1922 1746.7 624.0 156.0 2526.7 88.7 67.9 66 
1923 2528 736.0 184.0 3448.0 g2.1 73.0 70.4 
1924 1574.8 866.3 216.6 2657.7 94.8 74.8 73.9 
1925 2956.6 1311.0 327.8 4595 -4 99.4 76.9 75.8 
1926 2265 .3 1317.8 329.4 3912.5 103.3 77.2 77 
1927 1115.2 1773 .3 443.3 3331.8 106.6 79.1 78 
1928 2478.9 3627.2 906.8 7012.9 113.6 82.8 81 
1929 2320.4 6921.4 1730.4 10972.2 124.6 86.0 84.4 
193¢ — 4255.2 1568 . 3 392.1 — 2294.8 122.3 84.1 8c 
1931 7326.7 343.1 85.8 — 6897.8 115.4 78.5 81 
1932 8000. 5 24.0 . — 7979.5 107.4 72.7 75 .¢ 
1933 4480.6 152.7 38.2 — 4289.7 103.2 69.4 71 
1934 - 2510.2 34.6 5.6 — 2467.0 100.7 68.6t 6 
1935 — 1252.7 150.8 37-7 — 1064.2 99.6 67.9t 68.2 
* See text for percentage factors applied to Column § for securing Column 6; factors for 1920 and 1921 assumed 75 % 
t Proportionality factor assumed as 68.1 (average of years 1929-1933) because last two items of Column 6 of Table III are distorted 


consolidated-return abandonment 


The three annual increments to in- 
vested capital, described above, are 
shown in Exhibit IV; and the fifth 
column, which adds these increments 
(as combined in the fourth column) 
successively by years to the 1920 base 
figure, gives the final estimate of 
invested capital at the end of each year. 


Average Rate of Return 


At this point I again depart from the 
Nerlove analysis, which uses the esti- 
mate of total invested capital as the 
19 Jhid., Chap. VII. 
argument t ng upon this point is suffh- 
lved to deserve extended treatment, but 
at total invested capital cannot be 


lhe uchi 
ciently in\ 


I note merely th 


side owners, a figure excluding inter- 
corporate dividends, we need for our 
divisor a figure giving capital invested 
in the corporate system by outsiders.” 
Treasury tabulations of balance sheet 
data do not give corporate holdings of 
stock in other corporations separately; 
and even if they did, the very valuation 
difficulties sought to be avoided by the 
present analysis would preclude their 
yielding a precise estimate of the share 
of total invested capital which is sup 
plied by corporations. In fact, 
justified as a divisor even by adding intercor; 
dividends to net earnings. Careful examinat 
mistakably points to the selection made above 

















‘se basis for such estimate exists; 
spite of obvious defects and the 
al, an ianver of substantial error, we can 

rily use the dividend figures 
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tal cash dividends paid and 
lends received by corporations. 
ifference is the net dividends paid 
utsiders, and the ratio of this figure 
total dividends paid (Column 6 of 
[I1) may be taken as an esti- 
the share of total invested 
owned outside the corporate 
ystem. Application of these percent- 
ane ag t the items of Column 5 of 
nt Exhibit IV yields the estimate of 
invested by outsiders, given in 
th column. 
yrocedure is admittedly open to 
ntial errors. No clear evidence 
75.8 exists as to whether corporations tend 
the average to own relatively more 
dividend-paying stocks than 
4.4 itsiders, or to own stocks paying 
_ latively higher or lower dividends per 





ire, than outsiders. One might suspect 
at stocks owned by corporations for 
irposes of control would ordinarily be 
mmon rather than preferred; but 
tain companies, particularly in the 
ance division, may well lean to pre- 
nter- ferred stocks in order to obtain income. 

\loreover, the typical practice may 
ares vary from year to year; certain invest- 
18." ment trusts, for example, may lean to 
heet speculative non-dividend-paying stocks 
stage of the cycle and to steadier 
at another stage. Other consider- 
bearing on the point will occur 
ie reader. At best, the dividend 

a faulty basis for allocating 
hare total invested capital between corpora- 
ns and outsiders. I use it, despite its 
tions, as affording a result 
bably less seriously in error than 
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The final adjustment of the invested 
capital estimate consists in shifting 
from a year-end basis to an average- 
for-the-year basis; and here also I de- 
part from the Nerlove treatment, which 
apparently used the year-end figure for 
invested capital as divisor to be applied 
to the earnings of the entire year. 
Average invested capital (owned by 
outsiders) for each year appears in the 
final column of Exhibit IV, and is a 
simple mean of the figures for the end 
of the current year and the end of the 
preceding year. This is, of course, only 
a rough approach to the true average 
for the year; it takes no account of 
varying rates during the year at which 
the three increments to invested capital 
take place. Net earnings reinvested 
may develop at a different rate in one 
part of a given year than in another, 
and the same applies to stock issues. 
But the simple mean is a sufficient 
improvement over mere year-end fig- 
ures to warrant its use as the divisor. 

The ratio of the net earnings (final 
column of Exhibit II) to this divisor 
yields the estimated average rate of 
return on invested capital, and the 
percentage results are as follows: 


1922 6.61 1929 9.58 
1923 8.28 193 1.62 
1924 6.76 1931 3.87 
1925 9.20 1932 -—F7. 03 
1926 8.79 1933 3.35 
1927 7-52 1934 ). 23 
1928 9.42 1935 2.46 


Figures for 1920 and 1921 are not 
shown, because tabulated data for 
those years do not yield comparable 
figures for net earnings; and the 1935 
figure, based on tabulations which do 
not include all the data essential to the 
adjustments required by our defini- 
tions, is necessarily tentative. ‘The 
simple average of the fourteen annual 


percentages is 4.01; and this measures 
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the general average rate of return over 
one great cycle, as the stage of business 
revival in 1935 was probably not far 
from that in 1922.7! 

Year-to-year changes in per- 
centages, ranging from a peak of 9.58 
to a bottom of —7.11, reflect the very 
high cyclical variability in the rate of 
return; this is statistical confirmation 
of the generally recognized fact that 


the 
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more speculative. In all questions relat. 
ing to the acquisition of new corporate 
capital and the determination of the 
particular use to be made of such new 
investment, the high degree of varia- 
bility in return assumes decisive im- 
portance. This in itself is a maior 
explanation of the fact that in prosper- 
ous times such a large share of new 
invested capital has been obtained 


profits constitute one of the most through reinvested earnings, rather 
volatile of economic factors. Variability than by reliance upon new issues.” 
EXHIBIT \ 
RetuRN ON Book Equity 
(In lollars) Percentage 
(7) ) (3) (4) (<=) 
Tabulated Portion R 
Book Same Ovoned Out Same, Rate of Return on 
Equity, Er Dhe tde Cor Average Return Inve 
Year f Year Up porations for Year Equity* Capital 
19260 $119.26 $122.3 $ 91.4 
1927 132.4 135.9 100.9 $ 96.2 6.11% 7.52 
)28 142.89 146.5 106.8 103.8 7.36 ). 42 
1929 164.97 169 .3 116.8 111.8 ee ».58 
193 161.08 165.3 113.6 115.2 1.19 1.63 
1931 143.26 147.0 100.0 106.8 —2.95 3.87 
1932 133.57 137 92.6 96.3 —5.58 7.1 
1933 127.58 130.9 88.0 90.3 —2.63 2.9 
1934 141.59f 145.3 79.3% 83.6 9.19 23 
1935 138.93f 142.5 70.1} 74.7 3:24 2.46 
- Exhibit II, divided by Column 4 herein 
t Exhibit II, divided by Column 7, Exhibit IV 
$< 1 items 1934 119 elevated by aband ent of consolidated returns. Accordingly, exact ratios of ( 
tl e pass ( ( t : her 
indicated by these percentages is, more- Return on Book Value of Equity 
over, an average manifestation for id ? 
ss l'reasury tabulations of balance sheet 
corporate enterprise in the aggregate; PPA: SIR Rae el 
data cover a considerably less complet: 


the specific variability in rate of return 
for many particular corporations must 
run far higher. From the point of view 
of the relation of profits to entrepre- 
neurial decisions, this specific varia- 
bility, rather than the average, is of 
controlling importance. Corporate en- 
terprise in the aggregate is unmistak- 
ably speculative, and numerous specific 
9rporate enterprises are surely far 


Cé 
Ihe iter r 1934 and 1935 are ctly n 
le with the hers. | 1use *stricti 
oe a Cans te 5. above 335 
I rti (percentage) of new ested capital 
W came reinvested net earnings in the years 


list of corporations than the income 
tabulations, but yield a fairly clos 
estimate of the book value of aggregat« 
corporate equity. As stated above, this 
figure contains an element responsivé 
to earning power, and it is therefore 

less good divisor for calculating the 
rate of return than is invested capita 
We present, however, the ratios on this 


r 


)I 


ym Exhibit IV, is: 


1922-1929, derived fri 

1922 69.2 1926 

1923 73-2 1927 

1924 59.2 1928 5 
1925 64.3 1929 21 
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for comparative purposes, and 
book equity also for other 
ficant steps in the analysis. The 
lated balance sheets show pre- 
tock, common stock (for issues 
, par value, and those non-par 
r which a total value is stated), 
rplus and undivided profits less 
‘t (including total value of common 
equity for those non-par issues 
total value is not stated).”* 
im of these three items is the 
juity. Figures on a substantially 
ible basis are available begin- 
1926, and appear in the first 

of Exhibit V. 
he first adjustment needed allows 
he failure of the balance sheet data 
ver fully the list of about a half 
rporations which file income 
(he deficiency of balance 


e 


eets results from various factors, 


which is the failure to require 
ete balance sheets from numerous 
tions filing income returns. On 
sis of number of returns, balance 
tabulated ran in 1933 about 88% 
me returns; but the percentage 
en considerably lower in earlier 
(his percentage cannot satis- 

y be used to step up the tabu- 

| equity to comparability with the 
data; though I, and some other 
have used this method hereto- 
lhe controlling fact is that 
heets are more fully reported 

rge corporations than for small, 
income (taxable) corpora- 

in for no-income (non-taxable) 


ratione 
a I 11S. 


beginning with 1931, issues of Statzis- 


Income have included a special 
ion of income data for those 
ms filing balance sheets. We 


"s Corporate Earning Power. Stanford 
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have various bases, therefore, among 
the income items for comparing all 
corporations with those filing balance 
sheets. The item selected for the pres- 
ent purpose is total compiled receipts; 
and, for 1931-1933, this shows that 
about 97.5% of corporate gross busi- 
ness was reported on returns filing 
balance sheets. Although gross business 
is not necessarily closely correlated 
with equity, this ratio appears a toler- 
ably precise basis for stepping up the 
equity data. The single ratio is used 
for every year of the record, although 
1931-1933 data show some variation, 
and collateral evidence suggests that 
the ratio may have been moderately 
lower in certain earlier years. The full 
extent of these variations is unknown, 
and no serious error is introduced by 
using the flat ratio. Application of this 
ratio, by division, to the tabulated 
items of Column 1 of Exhibit V yields 
the second column. 

From this point on, the earlier pro- 
cedure is followed. The share of the 
equity owned outside the corporate 
system is estimated by using the divi- 
dend ratios; annual averages are ob- 
tained as simple means of the year-end 
data, and the resulting figures are 
divided into net earnings to give the 
rate of return on book equity. To facili- 
tate comparison, the final column of 
Exhibit V repeats the rate of return on 
invested capital, previously found. 

The ratios based on book equity 
necessarily run smaller, numerically, 
than those on invested capital, because 
the book equity contains an additional 
element reflecting in the main capital- 
ization of earning power. The equity 
ratios thus show less wide variability, 
and for the same reason; the equity 


University, California: Stanford University Press, 


1929, Chap. VII. 
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fluctuates in some degree in the same 
direction as net earnings. These com- 
parisons, in fact, give point to the 
argument favoring invested capital 
above equity, as the divisor. 


Write-Ups and Write-Downs 


Direct comparison of figures for book 
equity and for invested capital throws 
some light upon corporate practice 
and policy with respect to writing up 
or writing down assets. For such com- 
parison also the net year-end figures, 
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We must avoid the conclusion that 
these annual changes represent merely 
and completely write-ups and write 
downs, in the sense ordinarily under. 
stood in accounting, during those years. 
In considerable part they result from 
partially hidden changes in valuation. 
which arise through intercorporate ex- 
changes of security investments and 
other assets at prices reflecting more 
or less imperfectly prevailing market 
conditions. The case is not clear, for 
intercorporate sales at enhanced or 


EXHIBIT VI 
Comparison OF Book Equity ANb INnvestTEpD CaPITAL, 1926-1933* 
(In billions of dollars) 


(7) (2) (3) (4) 
Excess of Same 
Equity over Ratio of Same Percentage 
Invested to Invested Annual Change Same Invested 
Year Capital f Capital in the Excess Cumulated Capita 
1926 $14.2 18.4% 
1927 21.8 27.6 $7.6 $7.6 2 
1928 24.0 29 2.2 9.8 I 
1929 30.8 35.8 6.8 16.6 17.4 
193 29.5 35.1 —2=9 15.3 160.7 
1931 23.5 27.4 = 73 
1932 19.9 27.4 rie 5-7 
1933 18.6 26.8 —f.3 4.4 5.4 
* Significance of all items for 1934 and 1935 is greatly in doubt because of abandonment of consolidated returns; those years are 


excluded from this table 
t Column 3 of Exhibit V less Column 6 of Exhibit IV 


representing the share of outsiders 
(Column 6 of Exhibit IV and Column 3 
of Exhibit V), should be used; for other- 
wise actual changes in valuation might 
be counted more than once. The differ- 
ences between invested capital and 
book equity, absolutely and as per- 
centages of invested capital, appear in 
Exhibit VI. Not all the 1926 difference 
can be said to have arisen since 1920; 
for, if a comparable book equity were 
available for 1920, it might well run 
considerably above the basic invested 
capital of 88.5 billions. Changes in the 
difference after the end of 1926, how- 
ever, are a significant indication of 
valuation fluctuations in those years. 
These changes, actual and cumu- 
lated, appear in Columns 3 and 4 of 


Exhibit VI. 








discounted values presumably give rise 
to largely equivalent capital gains or 
losses; these enter into corporate net 
earnings, and therefore into our in- 
vested capital figure used as a basis of 
reference. 

‘The case is more definite with respect 
to revaluation of securities held accord- 
ing to market price in order to deter- 
mine book value. This is an operation 
more clearly of the write-up or write- 
down sort, and undoubtedly occurred 
on a large scale. 

So far as revaluation of other types 
of corporate assets is concerned, little 
specific knowledge is available, though 
various helpful qualitative remarks can 
be made. Changes in valuation of 


inventories probably bulked large, par- 
ticularly after 1929; before that date 
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movement had for several 
been relatively narrow. Here 
me part of the revaluation 
ve entered our invested capital 
because of the fairly general 
of reckoning inventory at 

st or market in determin- 
tutory net income. Valuation of 
lso was subject to impor- 


iscretionary changes, particularly 
)2g9. And in this case, too, part at 
it perhaps not a large part) of 
hanges found its way, through the 
ry allowance of bad debts as a 
tion, into statutory net income 
herefore into reinvested net in- 
| into invested capital. 


th respect to fixed assets and such 


neous assets as patents, trade- 
and goodwill, direct write-ups 
ite-downs were not only of large 
le, but were also not reflected 
ncome and invested capital. 
aluations impinged directly on 
, and must surely enter as a 
part of the changes shown 

3 of Exhibit VI. 
tire case is by no means clear; 
igh not all of the annual 
recorded in Exhibit VI reflect 
te write-ups or write-downs of 
those changes do broadly repre- 
aggregate effect upon book 
write-ups and write-downs 
ther less direct revaluations.” 
ge size of the figures (Column 3, 
\ I) indicates that revaluations 
n the foregoing, the probable 
‘ularly violent 
»d studied—on the revaluation 


7 + »! y »| * ] . 
W 1 yield inconclusive res 1its, 


e capital gains feature. Moreover 
tal structure of the resultant merged 
importance 
irt of the “‘revaluations” were forced; they 
f failures and reorganiza- 

partial evidence on this aspect of the 
e obtained, data are not adequate for even 
letermination of theamountsinvolved. 


ission of the revaluation problem, 
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in the aggregate must have high impor- 
tance in corporate management, and it 
is a mistake to speak of them as “‘ mere 
bookkeeping operations.” That they 
heavily influence corporate dividend 
and financing policies, as well as less 
crucial matters, cannot be doubted. 
There may even be some question 
whether they can be entirely ignored in 
arriving at a base for reckoning earning 
power, though the evidence seems over- 
whelming that the base should be 
actually invested capital and not book 
equity. 


Current Estimates of Return 


No comprehensive data on corporate 
earning power for dates more recent 
than the latest Treasury compilation 
are available; but published statements 
of individual companies, mainly very 
large companies with listed securities, 
are frequently used for compiling ap- 
proximate figures. Numerous compila- 
tions such as these exist, and I use here 
those of the National City Bank.** The 
tabulations show, as the percentage 
profits on net worth: 


1925 &t.7 1933 3.4 
1929 13.3 1934 4.4 
193 7.1 1935 6.7 
1931 :.9 1936 10.1 
1932 3 1937 10.7 


In comparing these figures with 


those presented above for all corpora- 
tions, numerous reservations are essen- 
see Solomon Fabricant’s Profits, Losses and Business 
Assets, Bulletin 55, National Bureau of Economi 
Research, April, 1935, pp. 7-11. 

% Appearing annually in the March « 
k’ nthly bulletin on Economic Condition 


r April issue of 
the bank’s m } ‘ 
Governmental Finance, United States Securities. The 
compilations cover a somewhat varying list of com 
panies, all of them large, and include data on net 
profits, net worth, and the ratio between them 

classified by industrial groups. The finance and rail- 
road and public utility divisions are entirely excluded, 
the latter because of ‘‘duplication of profits’’ resulting 
from intercorporate holdings (April, 1929, Bulletin). 
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tial. As observed in footnote 26, they 
do not cover corporations in the fields 
of finance or transportation and public 
utilities. They relate only to large com- 
panies, generally very large companies; 
and detailed examination of earlier 
Treasury tabulations has abundantly 
shown that the earnings experience of 
such companies is very different from 
that of the vast number of small units 
which form an important share, in 
the aggregate, of corporate enterprise. 
Moreover, the definition of net profits 
presumably differs, for many of these 
individual corporation statements, from 
that derived from the tax data; and 
even among the several statements 
wide differences in accounting practice 
may well exist. Broadly speaking, how- 
ever, the net profits here reported are 
designed to cover the same concept of 
income as the net earnings figure I have 
defined above. Finally, the net worth 
figures here not only differ from the in- 
vested capital item I have used above, 
and are in fact closer to the book equity 
item; but they also (1) include the total 
net worth rather than the share in the 
hands of others than corporations 
within the group tabulated, and (2) 
apply to the beginning of the year 
instead of representing an average for 
the year as a whole. 

On the first of these final points, | 
remark that, in any case, only the inter- 
corporate interest within the group 
tabulated is at issue; holdings by cor- 
porations not in the list tabulated are 
strictly “‘outside” holdings. Moreover, 
the exclusion of finance and transporta- 
tion and public utilities almost surely 
cuts down greatly the extent of the in- 
tercorporate holdings within the group 
tabulated. On the second point, I see 
no means of adjusting the published 
total net worth figures to an average- 
for-the-year basis, because the list of 
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corporations covered varies somewha; 
from one year’s end to another. I see 
no satisfactory means of allowing fo, 
the non-inclusion of the two great 
classes—finance, and _ transportation 
and public utilities—and tentatively 
make the assumption that the profi 
experience for these industrial fields 
was not greatly different in 1934-1936 
from the average experience in the 
fields covered by the bank’s tabulation, 
On this basis, the bank’s percentages 
for return on net worth given above 
may be taken as showing roughly the 
course for all large corporations in the 
aggregate, in all industrial fields, for 
the years 1934-1936. 

The remaining difficulty is to account 
for the small corporations, which are 
in no sense represented by these figures, 
The return on invested capital (Column 
6 of Exhibit V) declined about 83% 
from 1929 to 1930, and fell far below 
zero in 1932; whereas the ratio for the 
large corporations covered in the bank’s 
study dropped only 54% from 1929 t 
1930, and barely dipped below zero in 
1932. This confirms the conclusion, 
based upon general knowledge and 
upon somewhat fragmentary data from 
various sources, that despite the highly 
cyclical character of some lines of in- 
dustry in which large companies pre- 
dominate, profits of small corporations 
in the aggregate are more responsive t 
cyclical variations than profits of large 
corporations. Taking rough account of 
the differences, in 1929-1930 and 1934 
1935, between the rates of decline and 
rise in the bank’s figures and in my 
figures for return on invested capital, 
the 1935-1936 rise in the bank’s figures 
from 6.7 to 10.1 suggests 4% or some- 
what higher as a highly provisiona 
estimate of my figure for 1936; and the 
1937 figure may well run slightly 
above that for 1936. 
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THE UNEMPLOYMENT 


TRUST FUND 


BY MARVIN J. BARLOON 


HE Federal Social Security Act 

and the state unemployment in- 
surance acts passed in response 
provide for taxation of pay rolls 
the purpose of financing unemploy- 
pensation. All states are now 
ipating, levying taxes of 2.7% or 
fter December 31, 1937, on pay 

f compensable employment as de- 

1 by the Federal Act.’ These taxes 
by employers only, and the 

1es are placed in their entirety in 

» Unemployment Trust Fund in the 
lreasury of the United States. This 
to be invested in United States 


nteed by the government, and is 
mulate to a substantial sum at 
yn and subsequently during 
f high employment. The fund 
I ited to over $640,000,000 on 
December 31, 1937. Out of the accumu- 
| fund, unemployment compensa- 
to be paid, as provided by the 
The fund is to be liquidated 

ther purpose. 
discussion, the Unemploy- 
ust Fund is considered in the 
t of the following possible functions: 


i] Lnis 


T 


(he provision during prosperity of 
of subsistence on which the un- 
ed may draw during depression in 
sequent years 
2. ‘The stabilization of bank credit. 
Control of the public debt in whole or 


In part 


4. The provision of general funds for 
tederal Treasury. 


Che suitability of the pay roll taxes to 


periorm the foregoing functions is con- 


| in +} 


ed in the concluding section. 
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The Accumulation of the Fund 


The Unemployment Trust Fund 
will perform two procedural functions. 
First, it will serve as a clearing fund 
for current pay roll tax receipts and 
unemployment benefit payments. In 
any fiscal year the tax contributions of 
one business concern to the fund will 
almost never be exactly equal to the 
benefits paid to unemployed employees 
of that concern. Some enterprises, by 
maintaining high wage rates and high 
employment, will pay tax contributions 
to the fund in excess of benefits oc- 
casioned by layoffs in their organiza- 
tions. Other enterprises, less successful 
in pay roll maintenance, will by their 
layoff policy occasion drawings from 
the fund 
tributions. The fund will 
channel through which the excess of 
contributions over benefits of the for- 
mer group meets the deficit of the 
latter group. 

The second, and quantitatively 
larger, function of the fund is to 
serve as a clearing fund for tax con- 
tributions and benefit withdrawals as 
between periods of time for compen- 
sable employment as a whole. ‘The 
seasonality of the whole of compensable 
employment is such that the difference 
between total tax contributions and 
benefit drawings will vary from month 
to month within any given year. If in 
some months gross drawings exceed 
gross contributions, the consequent 
deficit may be met by the excess of 
contributions over drawings of other 
months within that year. Thus, com- 
pensation will be provided for seasonal 
unemployment. 


in excess of their tax con- 
serve as a 
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Furthermore, in some years benefit 
withdrawals will exceed tax contribu- 


tions for the year as a whole. Such 
deficits will be met by the excess of 
contributions over withdrawals of pre- 
vious years. In this way compensation 
will be provided for cyclical unemploy- 
ment. Moreover, certain provisions of 
the Act? indicate that the Unemploy- 
ment ‘Trust Fund is intended to be an 
accumulating fund during periods of 
high employment. 


The Trust Fund as a National Reserve 
for Cyclical Unemployment 


The accumulation of the fund is ap- 
parently to be viewed as an advance 
provision for the needs of unemployed 
people during a subsequent depression. 


The State unemployment compensation 
laws differ in many respects, but they are 
all built upon the fundamental principle of 
saving up for a rainy day—in other words, 
pooling contributions of employers (and in 
a few States employees as well) to create a 
fund out of which to pay unemployment 
benefits to workers who lose their jobs 
through no fault of their own. 


The fund to which Mr. Altmeyer re- 
fers, of course, is the Unemployment 
Trust Fund to be held in the custody of 
the Secretary of the Treasury. The 
Social Security Act directs the Secre- 
tary to invest the growing fund solely 
in interest-bearing obligations of the 
United States or in obligations guar- 
anteed as to principal and interest by 
the United States.* At the Secretary’s 
discretion, these obligations may be ac- 
quired for the fund on original issue at 
par or by purchase of outstanding 
issues at the market price. Now, if 
? Sections 903 a, 2; 904 b; g10 a, 2; and others. 


3A. J. Altmeyer, Chairman, Social Security Board, 
‘‘Labor’s Stake in the Social Security Act,” speech 
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this accumulation and investment o; 
the fund place the nation in a bette; 
position to provide subsistence for the 
unemployed in a subsequent depres. 
sion, the pay roll taxes, in which the 
fund will have had its source, will have 
accomplished their purpose. But if the 
accumulation of this fund does not 
place the nation in a better position to 
care for the unemployed during a later 
depression, pay roll taxation in excess 
of current benefit needs shall have been 
a useless burden on those who pay it. 
If, in spite of the existence of the fund, 
the nation’s supply of real wealth is to 
be reduced by unemployment benefits 
and relief as much as it would have 
been had the fund not been accu- 
mulated, the unemployment benefits 
might just as well have been financed 
by increasing the public debt or by cur- 
rent taxation revenues. 


Expenditures of Trust Fund Benefits 
The position of the United States as an 
economic community, for the purposes 
of this discussion, is to be judged in the 
light of the quantity and quality of 
domestically owned real wealth within 
the nation’s borders. The bulk of the 
monetary benefits received by the un- 
employed will be spent for necessities 
of life, i. e., real wealth, domestically 
produced. Only such portion of bene- 
fits as is spent on imported goods and 
services will provide for the unem- 
ployed without drawing on real wealth 
from within the borders of the nation. 
Expenditures on imports will be very 
small relative to expenditures on domes 
tic production, and, as it is obviously 
not contemplated that the Unemploy- 
ment Trust Fund is to be used to en- 
before the National Convention of the American 


Federation of Labor, Denver, Colorado, Oct. 6, 1937 


* Section 904 b. 
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ge competitive imports in times 
pression, such a function of the 
tay be disregarded. Therefore, 
‘of the fund and expenditure 
resulting benefits will utilize 
| services primarily of domes- 


goods and services, acquired 

e unemployed through their ex- 
iture of benefits, will be, of course, 
goods (employing the term 

to include both commodities 
ervices). If the Unemployment 
(rust Fund were to render these con- 
roods more readily available, 

yht do so either by providing a 

al store or inventory of consumer 

yr by providing in fund accumu- 
for the maintenance during 
ression of a production of goods 
iter in value than would otherwise 
taken place. The first of these 
alternatives would be pursued if new 
Federal obligations were. issued to the 
| during its accumulation and the 
eeds invested by the United States 
sury in food, clothing, housing, 
fuel to be held, unconsumed, until 
lepression brought about the depletion 
{ the fund. During depression, then, 
benefits occasioned by depletion of 
the fund would be spent by the unem- 
yed on these stores of consumer 
goods. This proposal may for various 
ns be rejected as impracticable. 

It is rather the alternative course, 
the provision for increased productiv- 
ity, which must be pursued if the Un- 
employment Trust Fund is to render 
the national economy more able to care 
for its unemployed during depression. 
Chat is to say, the quantity and quality 
i economic goods and services moving 
into the possession of users each year 

as a result of the Unemployment 
t Fund, be maintained during de- 





pression at a rate higher than would 
otherwise have obtained, if the fund is 
to ease the burden of cyclical unem- 
ployment on the nation. This is basic. 
This purpose might be achieved in the 
accumulation of the fund only through 
the way in which the excess of tax 
receipts over current benefits during 
prosperity is disbursed. If this dis- 
bursement is in the form of investment 
which will promote production during a 
subsequent depression, the end will 
have been attained. 

The fund, as has been noted, is to be 
invested in government or government- 
guaranteed obligations. The promotion 
of national productivity will be in the 
hands of those who supply the fund 
with these obligations, for it is in the 
power of such suppliers only to select 
the physical commodities and services 
which will be purchased with the cash 
received into the fund during prosper- 
ity. Should they purchase equipment 
which will continue to produce during 
a subsequent depression, the fund at 
least may not have defeated its pur- 
pose. Conceivably, however, the em- 
ployers who as taxpayers supplied this 
cash might, in the absence of the Unem- 
ployment Trust Fund program, have 
invested in such equipment. Therefore, 
only to the extent that the investment 
in equipment on the part of the sup- 
pliers of government obligations is 
more productive during the subsequent 
depression than the investment of the 
taxpayers would otherwise have been, 
will the purpose of the fund have been 
accomplished. 

If the securities for the fund are 
acquired in the open market, the trust 
fund cash will fall into the hands of 
the private vendors of these securities, 
its further investment subject to their 
discretion. If, on the other hand, the 
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acquisition of securities for the fund 
takes the form of new issuance by the 
Treasury, trust fund cash will rest in 
the general funds of the Treasury, its 
further investment or expenditure sub- 
ject to Treasury discretion. As long asthe 
ultimate purchase of goods and services 
with trust fund cash remains subject 
to the discretion of whomever happens 
to sell securities to the fund, no predic- 
tion of the character of this ultimate 
purchase can be made. Thus, nodemon- 
stration of its prospective influence on 
the production of goods and services is 
possible. 

Let us, for example, apply the terms 
of the Social Security Act to alternative 
situations. We may assume that in a 
competitive industry, the labor supply 
of which is well organized, a given em- 
ployer may meet the pay roll tax at the 
expense of profits and dividends. Let 
us assume further that the _ stock- 
holders will restrain their personal 
consumption because of this curtail- 
ment of dividends. This restraint of 
consumption is the sacrifice made for 
the benefit of future unemployed. 
Should the company’s bank be a de- 
positary of trust fund cash, the com- 
pany’s payment of the tax into the 
fund is completed by a charge to its 
deposit account on the books of the 
bank and a credit to the deposit ac- 
count of the Unemployment Trust 
Fund.® If, further, this bank sells 
securities to the fund in the open mar- 
ket, payment therefor will be made by 
charging the fund’s deposit account. 
This may advance the ratio of the 
bank’s reserves to its deposits. Let us 
assume that bank credit is thus re- 
leased and that the bank is thereby 


5’ The fact that the payment passes through a state 
fund does not alter this net effect on the bank’s 


deposit accounts. 


enabled to extend credit to a manufac. 
turer to replace obsolete machine too}; 
with modern automatic equipment. 
The net consequence of this causa] 
sequence in terms of real wealth js 
twofold: (1) a reduction in the demand 
for consumer goods on the part of the 
stockholders, offset by an advance ip 
the demand for consumer goods on the 
part of those engaged in the production 
of machine tools, and (2) an increase 
in productivity resulting from the 
replacement of obsolete equipment by 
the manufacturer. If, in consequence, 
this manufacturer maintains his rate of 
production in a subsequent depression 
higher than he would otherwise have 
done, the trust fund investment wil! 
have been an advance provision for 
cyclical unemployment. The spending 
of compensation by the unemployed 
will meet in the markets with a supply 
of goods provided by the source of that 
compensation; 1. e., by the fund. 

This consequence is not, however, a 
necessary development of the trust 
fund plan. Let us now assume that in 
a competitive industry, the labor sup- 
ply of which is well organized, a given 
employer may meet the pay roll tax at 
the expense of reinvestment in the busi- 
ness. We may suppose this reinvest- 
ment would have been in a conveyor 
installation to increase production per 
man-hour of labor. If, furthermore, the 
trust fund takes this employer’s pay- 
ment and immediately buys with it 
government securities from a private 
holder, the latter may spend the pro- 
ceeds on a vacation in Florida. The net 
consequence of this transfer of cash is 
the substitution of a current consumer 
gratification for future capacity to 
produce. 

Such illustrations might be multi- 
plied, each one representing a different 
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‘ improvement or impairment 
two. however, suffice to demon- 


no assurance that the sacrifice 
taxpayer in excess of current 
yment benefits will provide 
means for meeting the material 
future unemployed. Such an 
nce could rest only on a demon- 
in that the accumulation of the 
would provide the nation with a 


irce of additional consumer goods 
meet the needs of the unemployed 


bsequent depression. This funda- 
aspect of the problem appears 
been neglected by the framers 


he Act. 


eivably, of course, this neglect 
be rectified by the administra- 
the fund. The Social Security 
certainly does not prohibit the 
ve use of trust fund cash. Be- 
much hope is placed in this 
pect, however, let us note the 


egree of investment productivity re- 


d for vindication of the trust 


gram. 


Trust Fund Administration and De- 


ion. Defining production broadly 


as to include not only mining, agri- 
ture, and manufacturing, but also 
nsportation, exchange, and the per- 
nance of other services, a depression 


be said to consist of an impair- 
if production. A substantial por- 
of the restraint in consumption 


reby occasioned is borne by the 
ically unemployed. If the trust 
| is to do more than to distribute 


burden more widely over the 
ilation (a function performed in 
past by taxation and _ security 
ions for purposes of relief), it will 
to forestall in some measure the 


decline in the production of goods. If 
this decline were of the character of a 
famine, that is, the interposition of 
physical obstacles to production, the 
problem of the productive investment 
of the fund would be easily solved. 
The solution would be investment in 
equipment designed to overcome the 
physical obstacles to production.) The 
pay roll taxes would constitute the 
saving induced for this purpose. 

The decline in production identified 
as a business depression, however, is 
not of such a character in that it 
arises, not from a physical impediment, 
but rather from deliberate human re- 
straint of production, Production both 
of consumer goods and of producer 
goods is curtailed. It is only from the 
restriction in the flow of consumer 
goods, however, that the hardship of 
depression arises. If, therefore, the vol- 
ume of production and retail sale of 
consumer goods and consumer services 
could be maintained during depression 
at prosperity level, the depression 
would occasion no material hardship 
for the consuming population as a 
whole.| The maintenance of production 
of consumer goods and services would 
to a large measure maintain employ- 
ment in consumer goods industries, in 
those industries furnishing direct mate- 
rials and supplies to consumer goods 
industries, in the sale of consumer 
goods, and (by hypothesis) in personal 
services. 

The depression would thus be con- 
fined to producer goods. Unemploy- 
ment would be confined to producer 
goods industries, and on the unem- 
ployed workers in this field the full 
impact of depression hardship would 
descend. By hypothesis, however, the 
consumption of goods and services by 
the whole population is being main- 











Ree 


tained at prosperity level. Since the 
consumption by workers in producer 
goods industries has been curtailed by 
unemployment, it follows that the con- 
sumption of the rest of the population 
has been increased. This surplus of 
consumption, therefore, may be denied 
the rest of the population and allocated 
to the unemployed workers in producer 
goods. The Unemployment Trust Fund 
has thus a twofold job: 


1. The maintenance of production and 
retail sale of consumer goods and services. 
2. The allocation of a portion of this 
production to the unemployed producer 


goc ds workers. 


The full performance of this function is 
probably impossible. But, unless this 
dual function is performed in some 
degree, the trust fund will not have 
been a provision for depression needs. 

Since the decline in consumer goods 
production is the result of deliberate 
human restraint, the avoidance of the 
decline may be accomplished only by 
altering the motivations which lead to 
this restraint. These motivations lie in 
the desire to increase profits and to re- 
duce losses. As long as the profit system 
remains dominant, it will be the func- 
tion of the trust fund to render main- 
tenance of consumer goods output 
during depression less unprofitable than 
its restriction. 

The profitability to an enterprise 
of producing and selling a given lot of 
merchandise consists of the excess of 
sales receipts over costs occasioned by 
producing and selling that lot. In de- 
ciding whether or not to accept a given 
bid for business, management need not 
concern itself with costs which will 
have to be sustained whether the busi- 
ness in question is accepted or not. 


* Sumner H. Slichter, ““The Period 1919-1936 in the 
United States: Its Significance for Business-Cycle 
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Apparent modifications of this prin- 
ciple consist primarily in questions as 
to the period of time to which it js to 
be applied. The investment of the 
trust fund during its accumulation. 
then, must be of such character that in 
a subsequent depression the prices of 
consumer goods will exceed the costs oc- 
casioned currently in producing them. 

Although this defines the function of 
the fund’s investment, modification js 
necessary. The above discussion of 
maintaining consumer goods output 
carries the implicit assumption that 
producer goods and the monetary sys- 
tem will take care of themselves. This 
assumption must be made explicit. 
The function of the fund’s investment 
with respect to consumer goods must 
be performed without impairing the 
prospects for recovery of the producer 
goods industries and without causing 
unsound inflation or deflation of money 
and credit. 

There is no economic talent in the 
world capable of administering the 
fund to this effect, since the successful 
pursuit of this objective necessarily 
implies an insight into the character 
and causes of trade depression beyond 
that now at the command of economic 
science. Inasmuch as a depression con- 
sists of a reduction in the nation’s out- 
put of goods and services, any device 
to mitigate this decline in output, with- 
out thereby delaying recovery, is the 
key to depression control. But, as 
Professor Slichter states: 


. . . downturns are initiated and depres- 
sions intensified in large measure by condi- 
tions which are as yet beyond the reach of 
existing instruments of control.® 


Neither the terms of the Act, there- 


fore, nor the prospective administra- 


Theory,” The Review of Economic Statistics, February 
1937. 














~4il, 











The Unemployment Trust Fund 357 


the fund offer any assurance 

the capital surrendered in the 
yment of taxes during prosperity 
be conserved for the needs of the 
loyed in a subsequent depression. 


The Unemployment Trust Fund and 
Bank Credit Control 


At first sight, the trust fund program 
.ppears well designed as a stabilizing 
dit influence, even if not so intended 
framers of the Social Security 

‘ct. Inasmuch as the cash placed in 
he fund consists of state pay roll tax 
eceipts from business enterprises, its 
inal form is that of commercial 
eposits subject to check. We 
e already noted that the Secretary 
the Treasury, as custodian of the 

is to invest this cash in interest- 
obligations of the United 

States, or in obligations guaranteed as 
both principal and interest by the 
United States, and that such obliga- 
ns may be acquired for the fund on 


riginal issue at par or by purchase of 

tanding issues at the market price. 
Should the Secretary choose the latter 
source, he might purchase the securi- 


ties (a) from Federal reserve banks, (b) 

m other banks, or (c) from non- 
banking sources. 

Should he purchase the securities 
irom Federal reserve banks, the clear- 
ing of checks in payment therefor 
would reduce member bank reserves 

y the amount of the purchase. And, 
should he purchase the securities from 
other banks, payment therefor would 
reduce bank deposits by the amount of 
the purchase. This is true because the 
decline in trust fund deposits occa- 
sioned by the purchase from member 
banks would not be offset in the bank- 
ng system by an advance in any other 
deposits, being offset rather by a re- 

ction in the bank asset, United 


States Securities. Either this reduction 
in deposits or the reduction in bank 
reserves consequent to the purchase 
from Federal reserve banks would be 
deflationary. As such purchases would 
occur when the fund was accumulat- 
ing, that is, during periods of high 
employment, they would probably 
coincide with general business ex- 
pansion.’ The deflationary influence of 
these security acquisitions might be 
intended to curb such business expan- 
sion and so to act as a boom preventive. 
Conversely, during periods of gen- 
eral business contraction, employment 
would decline, tax contributions would 
be curtailed, and unemployment bene- 
fits would advance. As current con- 
tributions fell short of benefits, the 
fund would be partially liquidated and 
the compensation requirements met 
with the proceeds. By selling the fund’s 
securities to Federal reserve banks and 
to member banks, bank reserves and 
deposits might be expanded by proc- 
esses converse to the deflationary 
program outlined above. In this way, 
the trust fund might be employed to 
regulate the quantity of bank credit 
available for extension to business. 
Utilization of the fund in the control 
of bank credit is, of course, entirely 
subject to the discretion of the Secre- 
tary of the Treasury. As an alternative 
to the programs of fund investment and 
liquidation discussed above, the Secre- 
tary may order the issuance of new 
Federal obligations to the fund. Such a 
process would be neither necessarily 
inflationary nor necessarily deflation- 
ary at any point in its course. The 
credit influence of these new issues 
would depend entirely on what the 
Treasury chose to do with the money 
acquired from the fund in payment. 
For example, this money might con- 
ceivably replace taxation from other 
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sources in the Federal budget, leaving 
as a net consequence a replacement, as 
a source of Treasury receipts, of Federal 
income or excise taxation by the state 
pay roll taxes. More probably, this 
money would be expand 
Federal expenditures, again with no 
direct influence on bank credit. The 
increased funds available to business 
from such Federal expenditures would 
merely offset the funds drawn from 
business in the collection of the state 
pay roll taxes. Again, no direct influ- 
ence would be exerted on bank credit 
should the Secretary acquire securities 
for the fund from non-banking sources 
in the market or utilize the 
proceeds of special issuance to the fund 
to retire the government debt, It is 
evident from these observations that 
bank credit stabilization is by no 
means a necessary function of alter- 
nate fund investment and liquidation. 

In the second place, legislation prior 
to the passage of the Social Security 
Act has placed in the hands of the 
Federal Treasury and of the Federal 
Reserve administration a number of im- 
plements of credit control. As pointed 
out by Professor J. Franklin Ebersole,’ 


used to 


open 


these implements are so extensive as to 
place no practical limit on the poten- 
tial expansion or contraction of bank 
credit by our monetary administration. 
In this light, the trust fund as a 
device for credit control appears en- 
tirely superfluous. 


The Trust Fund and Control of the 
Public Debt 
The trust fund, were it to be invested 
solely in outstanding issues, might be 
regarded as an instrument of control 
J. Franklin Ebersole, ‘“*The Money Management 


Powers of the Treasury and Federal Reserve Banks,” 


ARVARD BUSINESS REVIEW I, Autumn, 1930. 








Harvard Business ‘Review 








over the Federal debt; The alternate 
investment and liquidation of the fund. 
in transferring obligations from private 
investors to the fund during prosperity 
and back to private investors during 
depression, would closely parallel an 
alternate retirement and expansion oj 
the Federal debt. There is one suyb- 
stantial departure, at least in form. 
from this parallel. Instead of retiring 
the securities purchased in the open 
market with the pay roll tax revenues, 
the Secretary of the Treasury is t 
place these securities in the trust fund 
In this way, the Treasury will owe the 
fund, and the acquisition of securities 
will not have altered the formal total 
of the Federal debt. Conversely, during 
depression subsistence for compensabl} 
unemployed will be financed by return- 
ing obligations from the fund to private 
investment, again without altering the 
technical total of the government’s out- 
standing liabilities. It is our problem, 
therefore, to determine if this non- 
interference with the totality of the 
public debt is a promising means of 
debt control. 

The following question penetrates to 
this issue of control: Would the fund, 
so employed, prevent undesired changes 
or cause desired changes in the size of 
the government debt? If the answer to 
this question is negative, pay roll tax 
receipts in excess of current compensa- 
tion might as well be applied to out- 
right debt retirement as to investment 
of the fund in outstanding issues. 

We may restate the above question 
in terms of changes, desired and unde- 
sired, to be caused or prevented. Care 
must be exercised in our thinking to 
segregate the functions of the trust 
fund from those of the pay roll tax 
receipts, if the trust fund device. 4s 
such, is to be properly appraised. 








:. Will trust fund investment in 
itstanding obligations during pros- 
oerity withdraw securities from private 
iders more rapidly than would out- 
cht retirement? The interest pro- 
vision of the Social Security Act 
ndicates an affirmative answer. The 
[reasury will have to pay interest 
periodically on all securities held in 
the fund. As the Secretary is “‘to invest 
h portion of the Fund as is not, in 
his judgment, required to meet current 
withdrawals,” these interest transfers 
iid probably be employed to ac- 
ire for the fund additional securities 

m private investors, according to 

hypothesis. These securities, in 

n, would draw interest, again to be 
reinvested. In this way additions to 
the fund would consist at an increasing 
rate in appropriations from the general 

nds of the Treasury, that is, in inter- 

paid by the Treasury. Thus, the 
process would set up an accelerating 
schedule of withdrawing government 
securities from private investment dur- 
ng prosperity. To attain this end, a 
legislative enactment would be neces- 
iry, instructing the Secretary to 
acquire all securities for the fund in 
the open market. 

However, such an influence over the 
Federal debt is not a function charac- 
teristic of fund accumulation. Instead 

the above-suggested legislation, an 

t might just as well be passed requir- 
ing application of the pay roll tax to 

itright debt retirement accompanied 
by appropriation to additional retire- 
ment from the general funds of the 
l'reasury on the same mathematical 
basis as fund investment would have 
exacted in interest. Furthermore, if 
the Treasury found it inexpedient to 


* Section go4 b. 
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fulfill these statutory exactions, in 
either case, public offerings of new 
issues might well provide a source of 
cash to be paid as interest to the fund 
or as additional retirement. Note espe- 
cially that the placement of such offer- 
ings on the open market need not 
advance the yield of government is- 
sues. The bidding of the trust fund 
would offset in the market the influ- 
ence of the new issues designed to 
finance that bidding. Indeed, a Fed- 
eral reserve bank might cooperate 
without embarrassment by absorbing 
new issues from the ‘Treasury in ex- 
change for old issues for the fund. 
Thus, interest would be paid by the 
Treasury to the fund, the fund would 
be invested only in outstanding obliga- 
tions, but the government debt outside 
of the fund would not be thereby de- 
creased. The accelerating schedule of 
withdrawing the debt from private 
investment could thus! be defeated, 
possibly as a necessity. The answer 
to our first question, then, is largely 
negative. 

2. Will placement of securities with 
the fund, as opposed to outright retire- 
ment, improve the credit of the govern- 
ment so as to reduce the interest 
burden and contribute to a balanced 
budget during subsequent depression 
and recovery? On the contrary, a 
literal-minded public may view the 
totality of the debt as of more signifi- 
cance than the remainder in private 
hands, and so, in investing, may require 
of the government a higher yield than 
had the fund’s securities been fully 
retired, 

Mr. Winthrop W. Aldrich of the 
Chase National Bank has pointed out 
the temptation to government extrava- 
gance extended by the Old Age Reserve 
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Account.’ His observations apply, as 
well, to any substantial accumulation 
of the Unemployment Trust Fund 
similarly invested. The holding in the 
Treasury of security acquisitions la- 
beled “Reserve Funds” substantially 
in excess of specifically foreseen needs 
may tempt an actuarially unimpressed 
Congress into applying these “Funds” 
to purposes more immediate than 
those for which they were intended. 
This temptation is the more inviting 
because such expenditure could be 
achieved with no reliance on increased 
tax receipts or on any formal advance 
in the total national debt. The first 
development in this direction has 
already occurred in the move to begin 
the payment of compensation in some 
states prior to the originally contem- 
plated dates. This prospect, enhanced 
by the size of the fund, is not calculated 
to improve the government credit. 

The trust fund, invested in govern- 
ment securities, may exercise an ad- 
verse influence over the securities 
markets analogous to that exercised 
over a commodity market by large com- 
modity inventories. Prospective buyers 
are likely to bid conservatively, in view 
of the potential influence of fund liqui- 
dation on the market price of their own 
holdings, The answer to our second 
question must be that trust fund in- 
vestment in outstanding issues at best 
will not improve the government credit 
more than would outright retirement 
of those issues. 

3. Would liquidation of the fund 
during depression occasion an expan- 
sion of government debt, privately 
held, smaller than that otherwise to be 
occasioned by the sale of new issues? 
Again we are led to the contrary view. 


* Winthrop W. Aldrich, Chairman of the Board of 
Directors, the Chase National Bank. Address before 


If, during depression, the Federal Ad. 
ministration can provide subsistence 
for the unemployed by liquidating ay 
unemployment trust fund, withou: 
thereby disturbing the technical bal- 
ance of the budget, it will do so much 
more readily than it would sell new 
issues for the same purpose in the ab- 
sence of the fund. Under the latter cir- 
cumstance, the Administration would 
exhaust more possibilities of economy 
in relief and compensation, economy in 
other Federal functions, and increased 
tax revenues from all sources before 
overcoming the strong moral and politi- 
cal pressure against an unbalanced budg- 
et and the offering of such new issues. 
The Treasury must view the prospect 
of trust fund liquidation as an advan- 
tage, as cyclical unemployment can be 
thereby financed without the restraints 
of current taxation or of new flotations 
But, in fact, the absence of these re- 
straints is a disadvantage to the 
nation, for such absence will result in 
a greater debt of the government to its 
citizens than would otherwise have 
been incurred. 

The issue here is not between com- 
pensation and relief. The greater cost 
of compensation may be justified in 
terms of its moral advantages in assur- 
ing the unemployed of some meager 
income. The issue is rather between a 
degree of financial irresponsibility, on 
the one hand, and, on the other, the 
greater conservatism induced by the 
necessity of balancing a budget. Again, 
the answer to our question is negative. 

4. Does the trust fund set a maxi- 
mum limit beyond which the national 
debt cannot expand during depression! 
It is apparent, at least, that the fund 
does not set any upper limit on the ex- 


the Institute of Public Affairs, University of Virginia 
Charlottesville, Virginia, July 10, 1936. 
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ion the national debt at any 
Obviously, of course, the trust 

‘nd will not restrain security flota- 
ns for purposes other than the financ- 
unemployment. But even for 

; latter purpose the fund places no 
n public offerings. Unemploy- 

nt “‘insurance”’ covers only 21,000,- 
workers, omitting seven large 
sifications!® as well as employees 
very small concerns of all kinds in 
st states. The needs of the unem- 
yed in these latter groups will have 
be financed, in so far as the Federal 
Government is concerned, by taxation 
and the sale of new issues as before. 
Furthermore, the duration of compen- 
ion is typically limited to sixteen 
eks. Those unemployed beyond this 

1 and in need will draw on the 

ic treasury as in the past. But 

if all those unemployed were cov- 

1 for the duration of their unem- 

yment, any exhaustion of the fund 
would almost certainly be followed by 

provision of compensation or relief 

rged directly to the Federal budget. 

ize of the fund, therefore, does not 

iny way determine the maximum of 

Federal securities to be sold to the 
public. 

\lternate investment and liquida- 
tion of the Unemployment Trust Fund, 
then, do not offer in any conspicuous 
manner a means of control over the 
public debt. In short, while alternate 
und investment and depletion will not 
directly cause any changes in the 
formal total of the national debt, nei- 
ther will they protect the government 


credit nor restrain its utilization in any 


conceivable fashion. It is reasonable to 
nclude, therefore, that the revenues 
i the pay roll tax might as well be ap- 
ied to the retirement of government 


al Security Act, Section 907 c. 


bonds as to acquisition of outstanding 
issues for the trust fund. Accordingly, 
we shall consider such acquisition as 
serving, at best, simply to reduce the 
debt of the government to private 
investors. 


Special Issuance to the Fund 


If the Secretary of the Treasury so 
chooses, he may refrain from reducing 
the government’s debt to private in- 
vestors in the process of fund invest- 
ment, and may, instead, invest the 
fund in special Treasury issues, these 
issues or their refunding successors to 
be sold from the fund to private invest- 
ors during a subsequent depression as a 
means of financing unemployment com- 
pensation. ‘This handling provides the 
Treasury with cash from the fund dur- 
ing fund accumulation and will advance 
the debt of the government to its citi- 
zens during fund depletion, ‘These con- 
sequences could be effected at least as 
well by the following, more direct, 
processes: 


1. Instead of receiving pay roll tax cash 
into the fund and then transferring it 
into the general funds of the Treasury, the 
pay roll tax money might be received 
directly into the general funds of the 
Treasury. 

2. Instead of selling previously prepared 
certificates from the fund during depressed 
times, the Treasury might finance com- 
pensation simply by offering new issues 
in the market, authorized and printed as 
needed at the time of sale. 


It has been urged that the trust 
fund may protect future unemployed 
in that it is a fund of valuable securities 
held in trust for their benefit. With 
respect to this argument, it may be 
noted that the value of the securities at 
any time of realization thereon is to be 
determined by the market price of such 
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securities. It is not evident that during 
depression the market price of old 
issues in the fund would be any higher 
than that of new issues to be offered 
directly by the Treasury. On the con- 
trary, prospective investors during de- 
pression might view the trust fund with 
some misgiving in view of the potential 
influence of its liquidation on the value 
of their own holdings. Furthermore, 
buyers of securities would enter the 
market with their attention on a sub- 
stantially larger formal total of the 
public debt under the trust fund pre- 
gram than in its absence. It is not, 
therefore, the trust fund which offers 
assurance of compensation to the unem- 
ployed. This assurance is rather based 
on the benefit schedules of the various 
state unemployment “insurance” laws. 
The security of the unemployed is legis- 
lative, not financial, in its basis, 

The State Pay Roll Taxes 

It is our intention here to consider 
only those pay roll taxes which con- 
tribute to the accumulation and invest- 
ment of the Unemployment Trust 
Fund. The use of the term “‘excess pay 
roll taxes’? in the remainder of this 
article, therefore, refers to those pay 
roll tax collections which constitute 
the excess of current receipts into 
the fund over current compensation 
disbursements. 

The excess pay roll taxes will perform 
two alternative services determined, 
as previously noted, by the Secretary’s 
selection of a source of securities for 
fund investment. 


1. If securities are acquired for the fund 
in the open market, the pay roll tax collec- 
tions will serve to reduce the debt of the 
Federal Government to private investors. 

2. When the securities are acquired for 
the fund through special Treasury issuance, 
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the revenues of the excess pay roll taxe; 
constitute a source of cash receipts into the 
general funds of the Treasury. 


Since these are the sole assured 
functions to be performed by the excess 
pay roll taxes, the suitability of the 
taxes is to be judged thereby. 

The excess pay roll taxes are state 
taxes. Since in any event they con- 
tribute to the financing of the Federa| 
Treasury, it would be more appropriate 
if they were Federal taxes. This point 
is significant only to the extent to which 
Federal utilization of state revenues 
permits a degree of irresponsibility in 
Federal administration of those rev- 
enues. Inasmuch as taxpayers may be 
largely cognizant that the pay roll 
taxes, while legally state, are, in fact, a 
feature of a Federal program, the point 
may be regarded as minor. 

It is rather in their adverse influence 
on pay rolls that these taxes are unfor- 
tunate. A pay roll tax is a cost of busi- 
ness operation which varies directly 
with wage rates per hour and man- 
hours of compensable employment. The 
merit rating systems in force in most 
states will modify this relationship only 
in the case of seasonal layoffs. With 
respect to other forms of pay roll varia- 
tion, and to the extent to which em- 
ployers make pay roll decisions in 
terms of costs, the pay roll taxes are an 
unmodified, even though usually minor, 
depressant of wage rates and employ- 
ment. The pay roll decisions toward 
which the taxes are contributory, and 
in which, in marginal instances, they 
will constitute a decisive factor are: 

1. Resistance to wage rate advances 
or insistence on wage reductions. The 
effectiveness of employer decisions in 
this field will at times be substantial) 
modified by unionization, minimum 

















yl] taxes 
into the 


issu red 
CXCess 


of the 


> State 
’ Con- 
edera! 
priate 
point 
which 
enues 
ity in 


busi- 


nan 
The 


nost 


nly 








The Unemployment Trust Fund 363 


legislation, and the potentiality 
unrest. 

Che transfer of employment from 
nsable to noncompensable classi- 
ns. Employees may be trans- 
to the category of “agents”’ in 
me occupations, and their wages 
laced by ‘‘commissions.” The dura- 
ion of their employment may be 
luced so as to place them in the classi- 
ation of “casual workers.” These 
evices illustrate a substantial body of 
|| policy which is being developed 
fessional consultants and directed 
toward easing the burden of pay roll 
on business enterprises. Fur- 
r legislation and court decisions may 

ny such loopholes. 
3. The avoidance of expanding the 
of workers employed. To the 
extent that the preceding two policies 
are precluded by the forces mentioned, 
s men will place reliance for pay 
tax control to an even greater ex- 
nt on the avoidance of employment 
cpansion. This policy may take the 
rm of refraining from increasing the 
ime of production, of expanding 
ction through mechanization, or 
achieving increased output through 
proved methods of manual operation. 
The merit rating systems incor- 
rated into the unemployment com- 
pensation statutes of a number of 
tates are designed to stabilize employ- 
ment. To this end it is typically pro- 


vided that there be kept for each 


mployer an account, credited with tax 


receipts from that employer and charged 


1 


with compensation payments occa- 


ned by his layoffs. When this account 
is attained a credit balance equal 
specified percentage of the em- 
example, in Ohio, after 1941, the attainment of 


balance of 8%, 10%, 12%, and 15% of 


nual pay roll carries progressive reductions in 





ployer’s annual pay roll, the tax rate is 
reduced.'! This provision sets up a 
financial incentive for the employer to 
keep the credit balance of his account 
above the statutory percentage. The 
intention is that he shall strive to ac- 
complish this purpose by avoiding 
seasonal layoffs so as to minimize the 
compensation charges to his account. 

But the desired percentage may be 
maintained, also, by keeping the annual 
pay roll down, not so much by depress- 
ing wage rates, which are somewhat 
beyond control, as by refraining from 
employment expansion. Assume, for 
example, an Ohio employer whose an- 
nual pay roll after 1941 is $200,000 and 
whose account balance is $24,500. His 
Ohio pay roll tax is 1.5%, $3,000 a year. 
He contemplates expansion, the utiliza- 
tion, perhaps, of present idle capacity, 
involving an increase in his annual pay- 
roll to $350,000. Since his $24,500 credit 
balance is to be less than 8% of the 
expanded pay roll, his tax rate will be 
advanced to 3%. An annual tax cost 
of $10,500 will, therefore, replace the 
present figure of $3,000. In this way, 
the merit rating system serves as an 
incentive, not only to stabilize seasonal 
employment, but to perpetuate cyclical 
unemployment as well. 

Even, however, in those instances 
where a merit rating system will not 
operate in this perverse fashion, the 
provision of increased employment is to 
be discouraged by the direct propor- 
tionality of the pay roll tax cost to pay 
rolls. As long as the nation is confronted 
with a chronic and critical unemploy- 
ment problem, every avoidable deter- 
renttoreemployment should be avoided. 


the tax rate from 3% to 1%. This rate is to be 4% 


if the account has a debit balance. 
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The state pay roll taxes are based on 
the principle that in undertaking a 
program of production which utilizes 
the services of other men, the enter- 
priser incurs an obligation to those men 
extending beyond the duration of their 
productive service. We need not con- 
sider here the merits of this principle. 
Since, however, the excess pay roll taxes 
do not contribute toward discharging 
this obligation, but serve merely to 
reduce the debt of the government to 
its citizens or to provide the Treasury 
with additional general funds, the prin- 
ciple is inapplicable beyond current 
compensation requirements. 

The excess pay roll taxes, then, 
should be supplanted by increased 
Federal taxation in one of the more 
usual forms. Any specific recommenda- 
tion would involve this paper in an ex- 
tended discussion of various forms of 
Federal revenue, far afield from the 
subject of the Unemployment Trust 
Fund. It is sufficient to note that the 
tax burden on the American population 
would in no way be advanced by re- 
placing the state pay roll taxes with 
taxation which would not discourage 
the reemployment of workers. 


Conclusions 


1. In meeting the excess pay roll 
taxes under Section gor of the Social 
Security Act, employers are not pro- 
viding the means of subsistence for the 
unemployed in future years of depres- 
sion. If they were, such prior provision 
would enable the compensably unem- 
ployed during depression to subsist 
without current cost to any portion of 
the remainder of the population. This 
accomplishment would be a modifica- 
tion of the severity of depression, and 
its attainment would provide the for- 
mula for partial elimination of the busi- 
ness cycle. It is not evident that the 


——_—_— EE 





Harvard Business ‘Review 


Unemployment Trust Fund provisions 
of the Act can be executed in such 
way as to attain this end. 

2. The investment and liquidation 
of the Unemployment Trust Fund 
might be utilized by the Treasury jp 
controlling the volume of available 
bank credit. The accumulation of the 
fund during periods of business expan- 
sion and its depletion during depression 
are well suited to offset the cyclical] 
expansion and contraction of credit, 
This employment of the fund, however, 
would have to be modified for short- 
term needs for bank credit control, suc! 
as seasonal movements of agricultura! 
products, the offering of new Treasury 
issues unconnected with the Unemploy- 
ment Trust Fund, and unforeseen crises 
in foreign exchange. The copious mean 
already available for the control of bank 
credit, on the other hand, render th 
trust fund quite superfluous in the per- 
formance of this function. Therefore, 
the state pay roll taxes entering int 
fund accumulation cannot be justified 
in these terms. 

3. Although the investment of the 
fund in outstanding issues reduces the 
debt of the government to private in- 
vestors, and the subsequent liquidation 
of the fund restores this debt, without 
in either instance altering the technical 
total, the process is not promising as a 
means of debt control. When securities 
are acquired for the fund in the open 
market, the function of the excess pay 
roll taxes is to reduce the Federal debt 
held outside of the fund. This function 
is the same as would be performed if the 
acquired securities were retired instead 
of being placed in the trust fund, a re- 
duction in the debt of the government 
to its citizens. 

4. When the fund is invested in spe- 
cial Treasury issues, and if subsequent 
unemployment compensation is 











The Unemployment Trust Fund 


the public offering of these 
trust fund program is tanta- 
receipt of the excess pay 
last. -es into the general funds of the 
E ae iry, followed by Treasury offer- 
i ew issues to the public as 
n needs arise. 

view of conclusions 3 and 4, 

irent that the excess pay roll 
erform functions which amount, 
t, to a partial general financing 
Federal Treasury. That is, the 
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ultimate utilization of the pay roll tax 
cash is of the same character as the 
employment of the receipts of Federal 
income, excise, and other Federal rev- 
enue taxation. Pay roll taxation, how- 
ever, exerts a discouraging influence on 
the expansion of employment. It would 
be desirable, therefore, to replace the 
excess pay roll taxes with Federal 
taxation designed to provide the same 
revenue without to any degree discour- 
aging reemployment. 

















LABOR IN THE PACIFIC COAST PAPER INDUSTRY 
A CASE IN COLLECTIVE BARGAINING 


BY R. P. WOLLENBERG AND E. N. COOPER 


HEN the National Labor Re- 

lations Act (the Wagner Act) 

was passed, it was the opin- 

ion of competent commentators that 
the lack of settled techniques of col- 
lective bargaining would constitute one 
of the greatest obstacles to successful 
dealings. This observation has been 
more than fulfilled as can be seen in the 
current discussions of how to fix the 
bargaining units. The complexity of 
this problem is obvious when one con- 
siders how many possible bases for rep- 
resentation exist. The bargaining unit 
may coincide with a financial entity— 
the company—or it may be correlative 
with a producing unit. Such an issue 
was presented in the General Motors 
situation. Under the American Feder- 
ation of Labor, even the plant would be 
subdivided into groups based upon 
crafts. On the other hand, the unit of 
bargaining can be extended to include 
groups of companies on either a re- 
gional or a functional basis. Whatever 
type of unit is finally chosen in a spe- 
cific case, the organization and proce- 
dure in bargaining must be adapted to 
fit conditions. In this paper there is 
presented one method of designating 
the unit of bargaining with some of the 
specific procedures and techniques de- 
veloped to meet the complexities aris- 
ing from a broad basis of representation. 
Since 1934 most of the paper mills 
of the Pacific Northwest, and subse- 
quently some of the California mills, 
have been working under a form of col- 
lective bargaining referred to by its par- 
ticipants as “collective on both sides.” 
Under this method the group of paper 
mills in this region forms the unit for 
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dealings between the employers and the 
workers. Once an agreement is reached. 
it is recognized as valid by all the com. 
panies and their employees. 


Bargaining “‘Collective on Both Sides” 


Although the difficulty of getting 
unified and cooperative effort among 
such a large number of men is serious, 
the broad advantages of being “col- 
lective on both sides” are readily 
apparent. This form of organization is 
collective in substance as well as in 
name, for it represents the views of al] 
concerned in a broad industrial seg- 
ment. More specifically, this system 
makes it likely that the employers wil! 
obtain those advantages which unior 
advocates have long been maintaining 
can be offered to employers by collec- 
tive bargaining. It protects the indus- 
try as a whole from the minority wh: 
try to gain competitive advantage by 
paying lower wages and _ providing 
poorer working conditions than those 
prevailing in the industry. At the same 
time, the more profitable plants are 
protected from the attempts on the 
part of their workers to gain better 
wages and conditions than can be 
afforded by the rest of the industry. 
No single plant which observes the 
uniform agreement will be subject t 
a strike against it which throws busi- 
ness to competitors. 

That the workers think they gain 
from this large-scale collective bargain- 
ing, can be inferred from their man} 
recent attempts to be represented in 
units larger than single plants. ‘The use 
of wide units of bargaining prevents 
any attempts on the part of the em- 
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to evade pressure by moving 
tion from one plant to another, 
even by moving the plants them- 
Moreover, the unions gain 
m mere strength of numbers. They 
ve the assistance of the international 
cers at one inclusive meeting, which 
vould not be possible if negotiations 
were to be carried on by each local. The 
rtance of having experienced, cool 
egotiators in collective bargaining has 
been stressed both by labor leaders and 
business men. Finally, while the 
workers forego the possibility of getting 
higher wages in the more profitable 
ants if bargaining was in plant or 
mpany units, they are protected 
gainst mills which might be in a posi- 
n to force lower wages. 
Before the advantages of such broad 
bargaining can be realized, however, it 
apparent that both parties must 
vercome difficulties inherent in bar- 
gaining between large and inclusive 
groups. These groups are certain to 
present a wider variety of problems and 
nge of differences than smaller groups 
representation. Consequently, to 
revent the problems from becoming 
entirely unmanageable, the companies 
nvolved must present many similar- 
and cannot be too widespread 
regionally. For example, it is difficult 
» envision the inclusion of northern 
ind southern textile mills in a single 
argaining group. 
Even with a substantial degree of 
mogeneity, bargaining “collective on 
th sides”’ presents unusual technical 
lificulties. It is inevitable that the 
rank and file of the workers cannot 


biti} 


participate directly in the negotiations 


TET 


ith the employers. Therefore, it is 
“dl 


der to make them understand the 
ployers point of view, particularly 
they are asked to support a conces- 


by the unions, the necessity for 





which is not present in their own place 
of work. How, then, can conflicting 
interests be reconciled ? How can labor 
representatives make offers at the 
negotiating table before they know 
what the men will support? When an 
agreement is reached, the various jobs 
in many plants must be classified so 
that the provisions of the agreement 
can be applied. The task may well be 
compared to the difficulties of codifica- 
tion encountered in the NRA days. In 
short, the procedure in such bargaining 
compared to that in single plant bar- 
gaining is analogous to the complexities 
involved in a centralized representative 
government on a continental scale as 
compared to a local democratic govern- 
ment. Consequently, the framework 
designed by the paper mills of the 
Pacific Coast may have value in point- 
ing the direction of successful approach 
to these problems. 


Initial Stages of Negotiation 

Often the initial stages of negotiation 
prove the most troublesome to the 
participants, in that the unit of repre- 
sentation and the recognition of the 
representatives are determined after a 
struggle which leaves a feeling of bitter- 
ness and, on one side, of defeat. In this 
case, despite the presence of two 
unions, jurisdictional disputes did not 
arise because the two unions had had 
long experience in working with each 
other. One, the International Brother- 
hood of Papermakers, is a craft union 
which includes men working on paper 
machines and in closely related opera- 
tions. The other, also an American 
Federation of Labor union, is the Inter- 
national Brotherhood of Pulp, Sulphite, 
and Paper Mill Workers, a semi-indus- 
trial union including all other paper 
mill workers. A successful beginning in 
this instance was founded upon an 











365 

immediate agreement designating a 
single unit of representation. Origi- 
nally, the unions had approached the 
companies individually. Recognizing 
that they would almost be forced to 
agree to terms which the larger pro- 
would accept, all the firms 
agreed that negotiation on a group 
basis would be wise. ‘The representa- 
tives of the International Brotherhoods 
likewise saw the possibilities of group 
dealing. Thus, with an experienced 
union leadership and a wise employer 
attitude, this major decision was 
quickly and easily made. 

Nor did an interunion struggle inter- 
vene. Originally designated as the 
representatives for their own member- 
ships, the two unions set up machinery 
for joint action by forming the Pacific 
Coast Pulp and Paper Mill Employees 
Association. Each local of either union 
elects three delegates. A few days 
before the annual meeting with the 
employers the delegates of the associa- 
tion meet to choose from among them- 
selves a negotiating committee and to 
formulate policy to guide the latter. 
To see how the unions have submerged 
their individual interests to those of the 
group, one need only to look at the 
provisions for the ratification of agree- 
ments. Only members of the two unions 
may vote, and ratification depends 
upon the acceptance of a majority of 
those voting, regardless of whether a 
majority of a local or of one of the 
Brotherhoods is against it. The decision 
is binding and is accepted by all locals. 

The referendum is by no means 
unrepresentative of the workers, for 
the membership in the unions has 
unofficially been estimated to be be- 
tween 95% and 98% of the eligible 
employees. This membership has been 
attained without a closed shop. In 1935 
the managements agreed not to recog- 


duc ers 
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nize any other union, and in 1936 they 
contracted to enforce the requirement 
that, as a condition of continued em. 
ployment, a worker maintain member. 
ship in good standing once he ha; 
enrolled. ‘Thus, joining the union js ap 
irreversible step, and membership js 
not likely to shrink. 

On their side, the mill operators 
formed an association, parallel to the 
workers’ group, called the Pacific Coast 
Association of Pulp and Paper Manu- 
facturers. This body likewise selected 
a negotiating committee, which com- 
pleted the basic machinery for collec- 
tive bargaining. 


Development of Bargaining Procedure 


In the actual process of bargaining, 
several notable developments have 
taken place. The authority of delegates 
has probably been one of the most 
delicate problems. For three years, 
delegates went to the annual conference 
with the power to commit their locals. 
Last year this was changed, upon the 
unions’ demands, to provide for the 
majority referendum mentioned pre- 
viously. It must be remembered that a 
majority vote binds all locals to sign 
the contract, thus preventing a single 
union local from blocking the majority. 
The union men agreed, furthermore, 
that the decision of the majority of 
the delegates would bind all the dele- 
gates to sponsor the tentative agree- 
ment before their own locals. This 
rule enhances the probability that the 
tentative agreements made in the an 
nual meetings will be approved. 

The removal of the power to commit 
on the part of the delegates made the 
negotiation more difficult, for the nego 
tiating committees could not be certain 
that a majority of the workers would 
ratify the agreement. If a tentativ 
agreement was made in the conference, 
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th sides making concessions, it might 
cted by the membership in the 
gaining further concessions. 
sibility places the employers in 
, dificult position. If they go as far as 
possibly can in making a tentative 
‘the failure of the men to ratify 
| mean the breakdown of relations. 
If the employers hold back anything in 
ticipation of such an occurrence, and 
the men reject the agreement until such 
further concessions are obtained, a 
precedent will be set for the men not to 
accept the first proposal, but rather to 
send it back for more favorable action. 
In an attempt to avoid this difficulty, 
employers took the position that 
the first agreement made by the nego- 
ting committees would be their final 
fer, that no possible concessions 
ild be held back, and that negotia- 
ns would not be reopened in the 
that the agreement was not 
tified. Under this system the men 
tified the 1937 contract by a vote of 
it two and one-half to one. It is 
' the credit of the men that, 
*h some locals voted against the 
‘ement, one reporting a ten to one 
ection, all the locals abided by the 
of the majority and signed 

ontract. 
[he development just described has 
‘arly brought negotiations to a more 
cratic basis. Starting from the 
ition where workers were absolutely 
nd by the decisions of their repre- 
entatives, the machinery now provides 
r the expression of approval by means 
a referendum among the workers. 
Nor has this been the only aspect of 
democratic evolution, for the actual 
process of negotiation has become 
more democratic. At the beginning, in 
1934, the two negotiating committees 
neid closed hearings. Having selected 
the negotiating committees, the dele- 





gates had little to do but “see the 
town”’ while the conference was in proc- 
ess. When confronted with the results 
which they were expected to ratify, the 
delegates showed reluctance in granting 
their consent. Having been excluded 
from the meetings, the delegates missed 
the presentation of the employers’ 
side. Consequently, when the agree- 
ments did not meet their original 
demands, the delegates did not know 
the reasons for the modifications and 
hence did not have complete confidence 
in the results. 

On the other hand, to admit all the 
delegates to the negotiations might 
well make the groups too unwieldy 
and cause the negotiators to balk on 
granting the concessions which they 
would grant as reasonable in private 
discussions. In 1935 a compromise was 
sought through selecting some delegates 
as observers. This arrangement still 
proved inadequate, and in 1936 the 
annual negotiations were opened to all 
delegates and management representa- 
tives. To prevent hindrance to the 
work of the committees, only their 
members were allowed to speak. Dis- 
cipline was maintained by two joint 
chairmen, one for each side. Although 
drafting committees were used to re- 
duce the accepted provisions to writing, 
all negotiating was done at open hear- 
ings. The success of this plan has been 
surprising. In a large room are as- 
sembled more than a hundred men, 
laborers and managers, all intently 
listening to the small group of nego- 
tiators on the platform. Not a whisper 
or a boo is heard. These men do not 
take active part, but they are learning 
the employers’ problems, so that they 
may understand why more advan- 
tageous terms are not granted. Despite 
the presence of such a large number of 
men, the actual conferees can work as 

















37° 


efficiently as they previously did in 
closed conference. 


Judicial Bodies 

So far we have described what might 
be called the legislative mechanism for 
this type of collective bargaining. To 
make the accepted “laws’’ applicable, 
to interpret and apply them, a “‘judi- 
cial” branch is necessary. This takes 
form in three bodies: the Joint Classi- 
fication Committee, the Permanent 
Classification Committee, and the Joint 
Relations Board. 

As pointed out previously, one great 
obstacle to such inclusive units of bar- 
gaining as here presented is the diver- 
sity of conditions in the various mills. 
The first job was to introduce a uniform 
classification of work for the purpose of 
making the agreement effective. At the 
first annual conference, the negotiating 
committees first agreed upon a uniform 
base rate for all unskilled labor in all 
the mills. In every mill the unskilled 
rates were to be adjusted upward to 
this base. All semi-skilled and skilled 
work in the same mill was to be ad- 
justed upward by an equal amount. 
When these adjustments had been com- 
pleted, there still would not be a uni- 
formity of pay for like work above 
unskilled grade in the different mills. 
While the upward adjustment was 
based on the theory that in most mills 
there would be similar differentials be- 
tween the various grades of skill, there 
were actually many exceptions to this. 
Therefore, the first annual agreement 
provided for the establishment of a 
Joint Classification Committee, which 
was instructed to classify all similar 
jobs in the various mills and, on the 
basis of the initially adjusted rates for 
all types of work, to determine prevail- 
ing adjusted rates for the various jobs. 
By the agreement all the mills were to 
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pay exactly these prevailing rates, ex. 
cept that there were to be no downward 
revisions in existing rates of pay. 

For performing this function, the 
committee was established with joint 
chairmen, representing each side, and 
with flexible membership; that is, when 
the rate for any job was discussed, men 
who had a knowledge of the job in 
question were called in to serve on the 
committee. The instructions to the 
Joint Classification Committee ex 
cluded any element of collective bar- 
gaining from their function, and 
confined the committee to an effort t 
determine prevailing adjusted rates. \ 
mathematical formulas were 
lished to determine the rates. It was 
left to the committee to be fair minded 
and to bring in findings which were i: 
accord with the facts. The committe: 
was able to agree upon standard rates 
without extended wrangling, and the 
findings were accepted by the parties t 
the agreement. 

This method of handling a difficult 
problem is probably unique in the his- 
tory of collective bargaining. It proved 
an effective technique for overcoming 
one of the major obstacles in grou 
collective bargaining. 

The Joint Classification Committee 
just described was a temporary body t 
establish an initial uniformity in classi- 
fication of work and to set standard 
rates for each classification. To inter- 
pret the scope of the agreement and t 
modify the standards and classifica- 
tions as conditions changed, there was 
needed a body which, though similar 
to the Joint Classification Committee, 
would function as a continuous and 
permanent mechanism. ‘To meet this 
need, the Permanent Classification 
Committee was established. Unlike the 
first committee, this one does not 1n- 
clude the workers’ representatives. 


estab- 
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1 by the manufacturers, its 


; is unofficial and it is advisory to 


eCeS 


piovers. 

-oblems which have been solved 

been numerous. 

new mills were added to the 
subsequent years, additional 


is group have 


relationship to jobs already under 


creement. From time to time, 
ns as to interpretations of the 
ents had to be decided, and it 
rtant that uniform interpreta- 
uld exist in different com- 


es. The committee also examined 


rate changes to see that they 
nflict with the provisions for 
ty of rates established in the 
‘nt. Cases of discrepancies, ad- 
, and new standard rates, all 
tuted work for the Permanent 
ion Committee. 
fits unilateral and unofhcial 
the decisions and findings of 
mmittee have been accepted by 
es in every case. And the num- 
findings has been fairly large. 
ll findings are given to union 
lt is of interest to note that 
ions interpreting the agree- 
n about two to one in 
the employees. Such evidence 
ntial indication of an impartial 


ve bee 


nent of Grievances 


mechanism provided for adjust- 
i complaints is designed to lead 


tion 


if necessary. Grievances 
be taken up with the fore- 
hey may be appealed to the 
tanding Committee which takes 
with the Company Standing 
tee (these committees are au- 


zed in the contract). If the com- 


fail to agree, the matter is 


with the mill manager by an 





officer of the union local. If these two 
fail to agree, the matter is taken up by 
a higher official of the company and the 
international president of the union or 
his representative, neither of whom has 
judged the matter previously. It is pro- 
vided that no one of these steps shall 
delay settlement more than five days. 
If the question is still unsettled, it may 
be referred to the Joint Relations Board 
of the Pulp and Paper Industry of the 
Pacific Coast Area, whose decision is 
final. 

The board consists of four manage- 
ment representatives and four labor 
representatives. A decision concurred 
in by three on each side is the decision 
of the board. In the that a 
decision cannot be reached, the judge 
of the United States District Court for 
the district in which the board is sitting 
is asked to appoint an additional im- 
partial member to the board. In the 
event that the judge refuses, request 1s 
made to the judge for the corresponding 
court in the nearest district. When an 
impartial member sits on the board, 
each side has one vote, and the extra 
member has one. Two votes decide the 


event 


question. 

While this right of appeal to the 
Joint Relations Board is an important 
safeguard, it has only been used once. 
The decision was unanimous, and no 
impartial member was needed. ‘The 
decision was accepted by the parties to 
the dispute. Willingness to compromise 
on both sides, and an obvious mutual 
attempt to be fair, have prevented 
any other disputes from reaching the 
board. 


Summary 

The situation described is notable for 
the success with which bargaining has 
been conducted both by employers and 
by employees, each organized in a 








/ 


single unit for a large number of firms. 
It is important to note that “collective 
on both sides” was agreed upon with- 
out reservation or resentment by either 
party. 

The growth of democratic devices in 
the course of time has been encour- 
aging. From carrying on negotiations 
in a closed session among a few 
selected representatives, the parties 
have evolved a technique whereby the 
negotiations are open to delegates from 
each union local and each firm. The 
delegates now submit a tentative agree- 
ment to a referendum, whereas they 
previously had the power to make bind- 
ing agreements without a formal vote 
by their constituents. 

In spite of the individual differences 
bound to arise when so many mills and 
workers are involved, agreements which 
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are binding on all members have beer 
formulated. By the use of advisory 
committees which concern themselves 
with the classification and standardiza- 
tion of rates, difficulties which make , 
common agreement impossible have 
been eliminated. Through the Perma- 
nent Classification Committee, dis- 
agreements over applications of the 
contract to specific cases have been 
settled so amicably that arbitration has 


only been resorted to once. 


With such developments of pro- 
cedures and techniques for bargaining, 
the benefits of collective bargaining 
with units that are broad and inclusive 
become more attainable. This experi- 
ence may well serve as a guide t 
industries anxious to learn how to make 


bargaining more effective 
painful. 
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RECENT LITERATURE ON PUBLIC FINANCE 


ave been 

advisory 
oe HE diverse approaches to the 
dardiza field of public finance are clearly 
‘av ’ apparent in the recent litera- 
rf hav the subject. Good material is 
Perma- vailable for a balanced study, though 
a a rious gaps remain where only ex- 
_ ratory analyses have been made 
ey is far. The books to be reviewed fall 
tion has distinct groups: general textbooks, 
ibooks for taxpayers, specialized 
a tel of particular taxes and financial 
gaining, ems, a general statistical and 
_—. ( survey of the current American 
prions incial system, and an analysis of 
— recent Federal tax measures in terms 
sei influence on capital formation 
an Perhaps a synthesis of these 
id less ints of view in a single work 
be expected, but a student 





field should be familiar with all 
(he specialized academic 
much of the material 


| Ludles provide 
general textbooks, but the 
administrative aspects, and 


{ view engendered by dealing 
administrative problems, seem 
to be incorporated into the 
ictory for the general 
nt. More importantly, though all 
t writers refer to the importance 
tegration of the science of public 
ivate economy, their treatment 
aspect of the subject appears to 
inadequate. This lack, if real, prob- 
y is due to insufficient study of the 
ect by specialists rather than to 
lination of textbook writers to 
any well-developed doctrine. 


book 


third edition of Public Finance 
L. Lutz! brings the factual 


t Lutz, Public Finance. Third edition. 
v York: D. Appleton-Century Company, 1936. 


rt 








BY DAN THROOP SMITH 


material in the second edition of 1929 
down to date and contains a reorgan- 
ization of the part on taxation. There 
is much new material and emphasis 
based on new developments. It remains 
the most satisfactory single text for 
undergraduate instruction. A new sec- 
tion, ““The Determination of Net In- 
come”’ (pp. 447-455), gives to students 
who have never seen an income tax 
form some idea of the component items. 
Any treatment of this sort seems useful, 
but there is a danger that a brief and 
simple exposition may give the impres- 
sion that the calculation of net income 
is also brief and simple. The chapters 
on “The Effects of Public Expendi- 
tures,” ““Some Effects of Taxation,” 
and ‘‘Some Effects of Public Borrow- 
ing,” the last two of which are largely 
new, are particularly welcome and 
useful. It is too easy for the introduc- 
tory study of public finance to become 
a collection of unassimilated facts with 
little critical analysis and consideration. 

Public Finance by Alfred G. Buehler? 
differs little from the usual textbook 
approach to the subject. It contains 
several interesting brief references to 
historical developments and, in the 
early part of the book, relations be- 
tween fiscal organization and functions 
and changing concepts in government 
theory are reviewed. The chapters on 
the taxation of business are good and 
somewhat more complete than the 
usual treatment of the subject. The 
statement with reference to the Federal 
income tax that “‘the Treasury has also 
carried a number of income tax cases 
to the courts in order to collect taxes 
which had not been paid... ” (pp. 
2 Alfred G. Buehler, Public Finance. New York 
McGraw-Hill Book Company, Inc., 1936. 632 py 
$4.00. 
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395-396) may give too simple a picture 
of the extent of litigation. The chapter 
on “The Economic Significance of 
3orrowing”’ is included properly as 
part of the section on public credit, but 
in one or two instances controversial 
points are stated without qualification. 
The proposition that heavy govern- 
ment borrowing during boom periods 
accentuates the rise of prosperity by 
its inflationary effects (p. 601) does not 
seem valid if the aggregate credit ex- 
pansion is not influenced by the gov- 
ernment borrowing, as it may not 
be, and if the government accordingly 
uses funds which would otherwise be 
used in other ways. Likewise, the state- 
ment that “‘the prompt repayment of a 
domestic loan, however, should ordi- 
narily cause no perceptible deflationary 
effects, because the economic organiza- 
tion should be able to adjust itself to 
the debt payments” (p. 602), appar- 
ently ignores the claim of some that 
the debt repayment may take funds 
from the incomes of taxpayers and 
make them available for investment, a 
process which, if not inflationary in all 
senses of the word, may be seriously 
disrupting. It is difficult to know to 
what extent an introductory book 
should be complicated with undecided 
problems of theory. 

Jens P. Jensen’s Government Finance*® 
is a third recent American text on 
public finance. Its factual material is 
thoroughly up to date, but it seems to 
be overbalanced in the presentation of 
facts with inadequate analysis, espe- 
cially in the chapters on taxation. The 
book does not seem to provide a basis 
for reasoned judgments on contem- 
porary problems. In certain instances 
the analysis, to the extent that it is 
Jens P. Jensen, Government Finance. New York: 


Thomas Y. Crowell Company, 1937. §95 pp. $3.50. 
‘Alfred Marshall, Principles of Economics. London: 
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given, seems incomplete. The cop. 
sideration of the excess profits tay 
(pp. 332-334) includes a paragraph on 
the difficulties of the tax which “ mil. 
tate against the use of the tax as , 
peace-time measure.” The discrimina- 
tory burden on companies particularly 
subject to cyclical fluctuations and the 
effects of the tax upon the flow of jn- 
vestment funds are not mentioned. The 
summary of the difficulties of the tax 
is followed by a section on the tax “as 
a permanent source” in which the 
possible advantages are apparently 
accepted with no reference to the afore. 
mentioned difficulties. 

The orthodox equilibrium analysis 
of tax incidence is presented. Both 
Professor Jensen and Professor Buehler 
accept the unqualified proposition that 
a tax of a constant amount per unit on 
production or sale of a commodity, 
produced under conditions of decreas- 
ing cost, tends to increase price by the 
amount of the tax plus an amount equa! 
to the increase in marginal cost on the 
assumption that the increase in mar- 
ginal cost when production is curtailed 
is exactly equal to the prior decrease in 
marginal cost when production was 
expanded. In view of Bullock’s correc- 
tion of this position, made some 3 
years ago and accepted in principle by 
Marshall, the presentation of the sub- 
ject in textbooks seems unfortunate.‘ 
A statement that the effect on price 1s 
indeterminate might be preferable t 
what may be a specious accuracy 
achieved by assuming that the cost 
curve is, in a sense, reversible. 

In a later discussion of ‘‘Debt Re- 
duction and Deflation” (pp. 488-489), 
it is stated that “‘as the surplus permits 
the retirement of the bonds, falling 


Macmillan and Co., Ltd., 1925. Eighth edit: 


Appendix H, pp. 808-809, footnote 2. Cf. C. J. Bu 
lock, in Quarterly Journal of Economics, August, 190? 
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jue or purchased in the market, there 
are fewer securities available for bank 
loan collateral, the volume of loans 
jiminishes, prices sag, profits fall, and 
business languishes. . . . It is largely 
for this reason that the attempts 

European countries to ‘get back 

gold’ after the World War have 
failed. ” The proposition that 
bank credit is dependent on the volume 

vovernment securities available for 
ise as collateral seems inadequate, if 
not erroneous, in neglecting the role 
n postwar deflation of central bank 
D licy, the mere cessation of inflation- 
ary forces, and other fiscal policies not 
involving the quantity of government 
ecurities outstanding. 

The third edition of The Science of 
Public Finance,® by G. Findlay Shirras, 
revised and largely rewritten, presents 
a wealth of information, historical and 

irrent, on world fiscal systems and 
public finance literature. No other 
single study covers an equally wide 

inge of material. The perspective 
chieved, in both historical and con- 
temporary matters, which gives the 
book its greatest value, probably makes 
it unsuitable as an introductory study 
because the great variety of law and 
practice may appear at first to be un- 
assimilable. Though the book does not 
give a complete picture of the fiscal 
system in any single country and is 
distinctly incomplete on matters of 
local taxation, it presents a good survey 


of the variety of practices. 


In one respect only does the ap- 
proach seem seriously deficient. The 
government fiscal systems are analyzed 
as though they were superimposed on 
nd adapted to the existing economic 
the effects of the system of 


ystem; 

jlay Shirras, Sctence of Public Finance. 

1 revised edition. London: Macmillan and Co., 
1936. 1146 pp. (2 vols.) $12.50. 
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public finance upon the general eco- 
nomic order are given less attention. 
Perhaps two sentences will illustrate 
the desired distinction. It is stated that 
“‘the fiscal system of every country is 
moulded by its economic life. Given the 
economic conditions and the interrela- 
tion of economic interests, it is possible 
to say what the fiscal system is” (pp. 
6~7). The reverse of this statement may 
also have real validity, and the manner 
in which the economic life of a country 
is molded by its fiscal system isa subject 
to which increasing attention is being 
given. 

A second edition of Sir Josiah 
Stamp’s Fundamental Principles of Tax- 
ation,® though it does not contain a 
great deal of new material, remains an 
extremely valuable supplement to any 
standard textbook in public finance. 
The three points of view—those of the 
individual as a taxpayer, of the state as 
revenue collector, and of the com- 
munity through its interest in the 
economic system—provide a basis for 
critical analysis which has great value 
irrespective of the timeliness of the 
subject matter in the book. Sir Josiah 
Stamp, as business man, economist, and 
one time member of the civil service 
and adviser to the government on fiscal 
affairs, is preeminently well qualified to 
present a balanced and, one might say, 
sympathetic study of the three stand- 
points from which taxes may be 
appraised. The book still deals largely 
with the War and the immediate 
postwar taxation problem of Great 
Britain; the new material is con- 
veniently set apart from the rest of the 
text by brackets. It is regrettable that 
some similar study is not available 
dealing with facts more familiar to 


®Sir Josiah Stamp, The Fundamental Principles of 
Taxation. Second edition. London: Macmillan and 
Co., Ltd., 1936. 220 pp. $4.00. 
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elementary students in this country. 
Such a book, however, can come only 
from one who has combined business, 
economic theory, and government serv- 
ice and who has dealt with individual 
problems from all three points of view. 


Special Treatises 

Roswell Magill’s Taxable Income’ is 
a specialized study of the concept of 
taxable net income valuable both to 
students interested in the theory and 
its implication and to taxpayers and 
administrators. It is to be presumed 
that most of the practicing tax experts 
have already become familiar with the 
book. To the student of public finance 
it offers not only a considerable amount 
of historical information on legislative 
changes and the reasons therefor, but 
also an introduction to the highly 
complex nature of income determina- 
tion for tax purposes. The early pages 
contain a comparison of economic and 
legal concepts of income. The bulk 
of the book is devoted to the develop- 
ment of the legal concept of taxable 
income, largely as reflected in Supreme 
Court decisions. It is found impossible 
to concentrate “into a single sentence 
a definition of income which will be at 
once accurate and useful” (p. 398). A 
knowledge of the exact nature of the 
income subject to taxation is particu- 
larly important in the study of the 
economics of the income tax, because it 
provides a basis for a detailed appraisal 
of the impact and repercussions of the 
tax upon the business and the general 
economic system. This study does not 
provide a complete survey of income 
tax law; the sections on allowable 
’ Roswell Magill, Taxable Income. New York: The 
Ronald Press Company, 1936. 437 pp. $5.00. 
8 Robert H. Montgomery, Federal Income Tax Hand- 

k, 1936-377. New York: The Ronald Press Com- 


pany, 1936. 1207 pp. $10.00. 
Robert H. Montgomery and 


Magill, 


Roswell 
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deductions from gross income ar 
conspicuously brief, probably because 
the courts have been inclined to accep, 
Congressional action on these matters 
The controversial aspects of the income 
tax concept treated here center in the 
limitations and extensions of the field of 
gross income, with emphasis on prob. 
lems of realization of income and of 
flows of “‘ benefits or satisfactions” less 
tangible than those “having an ex- 
changeable value”’ (p. 396). 

Four handbooks for taxpayers, tax 
accountants and lawyers, and tax 
administrators provide explanations 
and interpretations, section by section, 
of the laws and regulations in the light 
of administrative rulings and court 
decisions. Robert H. Montgomery’s 
Federal Income Tax Handbook, 1936-37, 
and Federal Taxes on Estates, Trusts and 
Gifts, 7936-37, by Montgomery and 
Magill, stand preeminent in the field; 
their detail and complete coverage 
make them unmatched as reference 
books.*® Scientific Tax Reduction, by 
Howe P. Cochran,® presents a more 
limited study of Federal income, gift, 
and estate taxes with emphasis on the 
common controversial matters, or on 
those features of the tax where a choice 
of procedures is open to the taxpayer. 
The author properly calls attention 
in the text to his incomplete coverag« 
to prevent any reader from securing 4 
specious feeling of thorough mastery 
of the subject. The practice cases at 
the end give an interesting and usefu! 
introduction to procedure to one not 
familiar with the sequence of moves in 
dealing with tax controversies. /ncome 
Tax Fundamentals, by Frederick Leon 
Federal Taxes on Estates, Trusts and Gifts, 103 
New York: The Ronald Press Company, 193 
526 pp. $7.50. 

*Howe P. Cochran, Scientific Tax Reduction. Ne 
York: Funk & Wagnalls Company, 1937. 757 
$7.50. 
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Pearce,!° follows the sections of the law 
eomewhat more closely than does 
Cochran’s book. One of the most 
‘nteresting aspects of the book is the 
,uthor’s presentation of the historical 
development of certain parts of thelaw. 
(he handbooks on tax law do not 
offer easy sustained reading. Yet the 
student of public finance should make 
himself familiar with them, and with 
ne of the current loose-leaf tax serv- 
ices. Only such a familiarity can give 
in adequate understanding of the tax- 
payer's viewpoint and of administra- 
problems. More specifically, the 
effects of tax law on business organiza- 
tion and practice can be understood 
y on the basis of an intimate knowl- 
edge of the law and practice. The influ- 
ence of tax law on such topics as 
porate reorganizations, the form of 
isiness capital structures, the type of 
pital available in the investment 
markets, income-reporting to stock- 
holders and dividend policies, and the 
treatment of capital assets all remain 
to be studied adequately. The tax 
uuntants and lawyers and the gov- 
rnment tax officials have much of the 
formation basic to such studies; un- 
rtunately they are in most instances 
too burdened with immediate problems 
» undertake the more general studies. 
The Undistributed Profits Tax, by 
\lfred G. Buehler,!! is a good general 
survey and critique of a single tax 
measure. The book contains a useful 
summary of proposals for, and use of, 
the undistributed profits tax before 
1936. The author gives a balanced ap- 


praisal of the tax as an economic 


Pe ee . 

abilizer, noting that the arguments 
ederick Leon Pearce, Income Tax Fundamentals. 
ago: The Foundation Press, Inc., 1937. 581 pp. 


ed G. Buehler, The Undistributed Profits Tax. 
McGraw-Hill Book Company, Inc., 


rest on controversial and unsettled 
points in economic theory. He notes 
further the inconsistency of advocates 
of the tax who argue that the tax will 
stabilize business by reducing corporate 
saving, and, at the same time, will not 
deprive corporations of funds wanted 
for expansion and for other purposes 
(p. 171). The book lacks a detailed 
study of the effects of the tax on busi- 
ness practices, but that is a subject 
which, at best, could come only in the 
light of experience with the tax. 

Two excellent studies of financial 
relations between central and _ local 
governments were published in 1937. 
Mabel Newcomer’s Central and Local 
Finance in Germany and England’? fills 
a conspicuous gap in public finance 
literature by bringing down to date the 
prewar book of Grice. James A. Max- 
well’s Federal Subsidies to the Provincial 
Governments in Canada explores new 
ground. One should not expect to find 
clear-cut guides to the increasingly 
important problem of Federal subsidies 
to states in this country. The Canadian 
experience reveals an astounding series 
of successive “better terms” granted to 
the provinces by the Dominion govern- 
ment after the federation of 1867. 
Certain small subsidies were granted 
originally on a general formula applied 
to all provinces to compensate for 
property and tax sources transferred 
to the central government. The first 
grant of better terms to compensate for 
alleged inequities in the original settle- 
ment merely served as a basis for com- 
pensating increases in subsidies to other 
provinces. The author finds the more 
satisfactory form of subsidies to be the 
12 Mabel Newcomer, Central and Local Finance in 
Germany and England. New York: Columbia Univer- 
sity Press, 1937. 381 pp. $3.50. 


13 James A. Maxwell, Federal Subsidies to the Pro 
vincial Governments in Canada. Cambridge: Harvard 
University Press, 1937. 284 pp., $3 
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conditional ones, those granted for 
specific purposes. Throughout the book 
the role of personalities and the political 
controversies on subsidies are indi- 
cated. The original Canadian  or- 
ganization was probably particularly 
conducive to claims for increases, but 
the experience there shows the danger 
of opening another field for the play of 
pressure politics. 

Professor Newcomer’s book also re- 
veals the historical basis for con- 
temporary procedures. Grants-in-aid in 
England were designed to secure na- 
tion-wide performance with minimum 
standards in certain activities best 
undertaken by local bodies. The super- 
vision of the use of the funds was 
a logical concomitant. In Germany a 
newly formed federal state faced a 
problem somewhat similar to that in 
Canada, but the Reich shared the indi- 
vidual taxes with the states. This prac- 
tice of allowing the states to have a 
share of the taxes collected in them, or 
to add their own supplemental rates 
to the national taxes, quite reasonably 
seems to have been open to less abuse 
than the Canadian practice which came 
to be one in which subsidies fixed on 
arbitrary grounds were distributed out 
of the general tax revenue. But in 
Germany some basis for revenue dis- 
tribution other than that of the com- 
munity in which taxes were collected 
was needed to equalize the burdens of 
rich and poor districts. Population pro- 
vides a possible basis of distribution of 
taxes or of grants-in-aid, but this may 
require weighting to allow, among 
other things, for density, wealth, and 
age distribution, as was done in Eng- 
land. Any form of weighting introduces 
arbitrary and hence controversial ele- 


‘4 Fugene E. Oakes, Studies in Massachusetts Town 


Finance. Cambridge: Harvard University Press, 


1927. 237 pp. $2.50 
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ments. Perhaps it can be said thay 
distribution of tax revenue, or subsidy 
grants, will be less open to abuse if done 
on the basis of some general formula 
even though the formula itself may be 
a matter of controversy, than if done 
by individual acts and agreement; 
with each subsidiary government unit. 
Claims of discrimination seem particu- 
larly likely to arise when special agree. 
ments or exceptions to general formulas 
are once introduced. The ability 
resist claims and to settle controver- 
sies depends perhaps on the relative 
strength of the government bodies and 
the traditions within the country. 

In Studies in Massachusetts Town 
Finance, Eugene E. Oakes'* makes a 
case study of nine towns with reference 
to the influence of tax-paying and 
benefit-receiving groups on local poli- 
cies. The approach is a sound one, and _ | 
the treatment of the subject matter is | 
thoroughly satisfactory. Similar studies 
in other areas would provide a basis for 
appraising forces determining local f- 
nancial policies. The topic is of signifi- 
cance to students of both government 
and economics. State Control of Loca! 
Finance in Massachusetts, by Royal 5. 
Van de Woestyne,'® is an example of 
the specialized investigations which 
provide a basis for advances in the 
general field of public finance. The 
author traces the various forms of con- 
trol used, including limitations on tax 
rates and indebtedness, provisions for 
debt payment, and uniform statistics 
of local finance with state guidance in 
local accounting. His emphasis on the 
importance of sound administrative 
practice is desirable. 

Taxation and Public Policy, a revi- 


mt 
ine 


sion of a series of articles from i/ 








16 Royal S. Van de Woestyne, State Control of Loco 
Finance in Massachusetts. Cambridge: Harvaro 
University Press, 1935. 184 pp. $2.50. 
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n edited by Paul Studenski,” is 
, rather poorly balanced collection. 
\mong the better sections are those by 
Frederick L. Bird on “Municipal 
Credit in the United States” and Ger- 
ard Colm on “European Public Fi- 
nce in the World Crisis.’’ Others 
m clearly deficient in analysis, per- 
ns revealing more clearly their origi- 
nal popular use. Hugh Dalton’s ‘Who 
Pays for War?—An_ Englishman’s 
Point of View”’ stresses, with an emo- 
loring, and with little preci- 
the universal burden of a war. As 
ymist’s anti-war appeal the arti- 
desirable and effective. “‘Ameri- 
Educational Finance,” by John K. 
Norton, presents useful figures on 
lucation expenditures in different 
tates; the claim for state and Federal 
local education also rests on 
ional appeals rather than on an 
raisal of the merits of increased 
expenditures in relation to 
a tive uses of the national income. 
Paul Studenski’s ‘Public Finance in 
e World Crisis”’ and “A Tax Program 
the Future” contain useful sum- 
iries of fact and general analyses, 
ugh there is perhaps less qualifica- 
on the propositions advanced than 
might have been given in studies for a 
ferent purpose. In particular, he 
eems rather sure of the ability of a 
per control of public finance to 
duce stability and in the desirability 
ing it to achieve social reconstruc- 

p. 20). 
\ny adequate review of the Twen- 
tieth Century Fund three-volume study 
the American fiscal system is far 
nd the scope of this article. In 
Facing the Tax Problem and Studies in 


, Editor, Taxation and Public 
York: Richard R. Smith, 1936. 267 pp. 


Century Fund, Inc., Facing the Tax 
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Current Tax Problems" a wealth of 
statistical material is presented on 
current and past expenditures and 
revenues with estimates of future yields 
and outlays. Other reviewers have dealt 
with the details of the statistical esti- 
mates. Most of the present disputes on 
tax policy are considered, and the 
recommendations of the directors of 
research and of the Committee on 
Taxation are worthy of serious atten- 
tion. Probably the most controversial 
proposal is that to tax as income un- 
realized capital gains, with the deduc- 
tion of unrealized capital losses, on the 
basis of an annual appraisal of capital 
assets of individuals. Some administra- 
tive difficulties are recognized but are 
thought not to be insuperable. The 
proposal seems to the reviewer to be 
altogether unsatisfactory because of 
the great difficulty of securing annual 
valuations of assets other than listed 
securities, because of the highly erratic 
fluctuations in valuations of listed 
securities, and because even limitless 
loss carry-overs would not remove the 
inequity of imposing high surtaxes in 
those years when gains are large rela- 
tive to ordinary income with the loss 
offsets probably applying in years when 
lower rates are applicable. An indi- 
vidual with assets fluctuating in value 
may well be taxed on balance over a 
period even though there has been no 
net change in the value of his assets 
over the whole period. For these and 
other reasons, the effects of such a 
tax on investment markets and on the 
flow of new savings, though indeter- 
minate in advance, might easily be 
much more serious than those due to 


Problem. New York: The Fund, 1937. 606 pp. $3.00. 
Twentieth Century Fund, Inc., Studies in Current 
Tax Problems. New York: The Fund, 1937. 303 pp. 
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any extremes in undistributed profits or 
realized capital gains taxes. 

The National Debt and Government 
Credit seems less satisfactory than the 
two volumes on taxation.’* Many of 
the charts and tables, though useful in 
themselves, stand unrelated to the 
text. The general conclusions are that 
the increase in the debt has not im- 
paired government credit or produced 
an insupportable burden, but that a 
definite program of debt retirement 
should be undertaken as soon as possi- 
ble. One very serious analytical error 
appears in the book. “Reduced to 
simplest terms, the United States bor- 
rows largely from the banking system, 
partly through the Federal Reserve 
3anks and member banks, and pays 
out the borrowed funds. . . . Ameri- 
can business deposits the proceeds 
and, because of the lack of commercial 
demand, reserves pile up in the banks. 
The banks, in turn, invest in obli- 
gations of the government because 
there is no other profitable use for the 
funds” (p. 118, cf. p. 76). This is true 
only to the extent that the reserve 
banks buy securities on balance. Pur- 
chases by commercial banks may, and 
generally do, produce credit expansion 
for government account. But the ex- 
Twentieth Century Fund, Inc., The National 
Debt and Government Credit. New York: The Fund, 


1937. 171 pp. $1.75. 
'9Gerhard Colm and Fritz Lehmann, Economic 
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pansion ceases there; a shift from goy. 
ernment to private deposits in th: 
commercial banks does not and cannot. 
for the system as a whole, produce , 
net increase in total deposits or provide 
new reserves. 

Economic Consequences of Recen 
American Tax Policy, by Gerhard Colm 
and Fritz Lehmann,” is extremely 
valuable, more for its point of view and 
method of analysis than for its con- 
clusions. In the first part, it is estimated 
that the supply of capital will exceed 
the demand for it over the next decade, 
The evidence for the conclusion is not 
given. In the second and most signif- 
cant part, the authors appraise t! 
influence of Federal taxes on the capita 
supply quantitatively and 
tively, and on income flows. In spit 
a long-run tendency to oversaving, t! 
authors find a short-run inadequacy 
equity capital accentuated by 
policies. The use of theories of cy 
fluctuations, and in particular analys 
in terms of income-streams and 
the uses of funds, in an appraisal 
a tax system is one of several ap- 
proaches which must be developed in 
detail before we can have a thoroug 
integration of the theories of public and 
private economy. 


qualita- 


Consequences of Recent American Tax Policy. New 
York: New School for Social Research, 1938. 108 p 
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